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A WINDOW INTO THE FUTURE 


THE ACCOUNTING INSTRUCTOR who recommends The 
Journal of Accountancy in his classes is introducing his stu- 


dents to an exciting preview of things to come. 


In the Journal, the student sees how the accounting and 
auditing theories and techniques he is now studying are ap- 


plied in actual business situations. 


He witnesses the accounting profession’s dynamic growth 
and learns what that growth means in terms of future oppor- 


tunities. 


And he begins to develop that mature professional out- 


look which will be so vitally important in his career. 


If you are an accounting instructor, won’t you remind 
your students that they may subscribe to The Journal of Ac- 


countancy at half-price, $4 a year? 


We will be glad to send you a supply of student sub- 


scription forms if you will just write us. 
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ACCELERATED DEPRECIATION AND THE 
ALLOCATION OF INCOME TAXES 


SmpNEY DavipsON 
Professor, The Johns Hopkins University 


Maurice Moonitz presented an analy- 

sis of “Income Taxes in Financial 
Statements’ which urged the allocation of 
income taxes among statement items in a 
variety of cases. In the July, 1957 issue, 
Thomas M. Hill? indicated the reasons for 
his opposition to the suggested inter-period 
allocation of income taxes. Both articles 
agree that the most important of the areas 
of controversy over inter-period allocation 
arises from the use of an accelerated-depre- 
ciation method for tax purposes and 
straight-line depreciation for financial re- 
porting purposes. These comments will be 
confined to a consideration of that ques- 
tion only. 

In his analysis of this accelerated depre- 
ciation case Professor Moonitz seeks to as- 
sociate the amount of income tax charges 
with income produced by individual assets. 
This is a well-nigh impossible task for al- 
most all firms. Income typically results 
from a successful blending of a variety of 
economic resources, all of which are neces- 
sary to achieve the desired final result. Ef- 
forts to allocate the income total to spe- 
cific assets are likely to be fruitless or mis- 
leading. In the usual case income can only 
be associated with the firm as a whole or 


AccounTinc Review, April, 1957, pp. 175- 


* Tae AccounTING REviEW, July, 1957, pp. 357-361. 


[’ the April, 1957 issue of this Journal 


with distinct operating divisions which are 
virtually separate firms. If attention is 
focused on the income of the entity, the 
liability for future taxes is likely te be en- 
tirely non-existent in most cases. 

In deciding whether or not inter-period 
allocation is appropriate and whether a 
liability exists, Moonitz points out two 
controlling questions: 

(a) Are tax rates expected to remain at sub- 

stantially their current levels? and 


(b) Is taxable income expected to emerge each 
year in the foreseeable future? 


If these two criteria were indeed control- 
ling, then recognition of a liability for 
future taxes might be appropriate. Most 
firms can answer both questions affirma- 
tively with at least as much confidence as 
they place, for example, in the service life 
estimates that control the amount of their 
depreciation charges. However, two other 
criteria precede those listed by Moonitz. 
They are: 

(1) Are tax rules for depreciation methods ex- 
pected to remain as generous 2s they now 
are? and 

(2) Will a policy of regular investment in 
assets subject to depreciation be main- 
tained? 

If the answer to these two questions is af- 
firmative, then there will be no future tax 
liability and questions (a) and (b) need not 
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be raised. Only if questions (1) and (2) 
cannot be answered favorably is there any 
need to consider the other criteria. 

If we focus attention on the total collec- 
tion of depreciating assets of the taxable 
entity rather than on one, or a small 
group, of its depreciating assets, the ques- 
tion is seen in proper perspective. In the 
next section the depreciation charges of an 
artificially simple static firm and of a 
steadily growing one will be considered. 
Subsequent sections will deal with the 
standards for expense and liability recog- 
nition and the probability of the non-allo- 
cation criteria being realized. 

Throughout the discussion that follows 
the only type of allocation considered is 
inter-period allocation of income taxes 
where an accelerated-depreciation method 
is used for tax purposes and the straight- 
line method is used for financial] reporting 
purposes. This problem would lose a good 
bit of its significance, as Moonitz correctly 
points out, if income taxes were treated as 
a distribution, rather than a partial deter- 
minant, of income. However, he accepts 
the premise that income taxes are an ex- 
pense. This analysis will be couched in the 
same terms, although, for reasons set forth 
elsewhere, I feel treatment of income taxes 
as an income distribution results in a more 
meaningful presentation of income.* 


STATIC AND STEADILY 
GROWING FIRMS 


Although a completely static firm is un- 
likely to be encountered in the real world, 
its artificial simplicity is useful as an ex- 
pository device. Let us consider such a 
firm which owns 5 depreciating assets, 
each costing $1,500. The assets were ac- 
quired at the rate of one each year on suc- 
cessive New Year’s Days and all have serv- 
ice lives of five years with zero salvage 
value. Since this is a static firm, replace- 


* See Mason and Davidson, Fundamentals of Ac- 
counting, 3rd Edition, p. 168. 


The Accounting Review 


ment of one machine each year has beeq 
made. In company with almost all other 
American firms, our firm has used the 
straight-line depreciation method for {. 
nancial accounting and tax accounting for 
many years. Thus the depreciation deduce. 
tion in its tax return and income statement 
in year 0 (1953) and preceding years was 
$1,500. 

In year 1 (1954) the firm decided to 
avail itself of the opportunity to use the 
sum-of-the-years-digits method‘ of depre- 
ciation for newly acquired assets for tax 
purposes but it decided to continue to use 
straight-line depreciation for financial-re- 
porting purposes. The depreciation charges 
from year 0 onward are indicated in Table 
1. During the four year period of transition‘ 
to the new arrangement, depreciation 
deductions for tax purposes exceed those 
for financial-reporting purposes; in years § 
and 6 and in all years thereafter deprecia- 
tion deductions for tax and financial ac- 
counting are identical, if our two condi- 
tions of no change in the depreciation pro- 
visions of the tax law and continued re 
placement of retired assets are met. 

Under these conditions, should an entry 
charging income and recognizing a liability 
for “income taxes payable in the future” 
be made in years 1 through 4? Assuming a 
50% tax rate, the entry in year 1 would be: 


Income tax payable in the future.............. 100 

50% of the “extra” depreciation of $200. This 
assumes a previous entry recognizing the tax 
currently payable has been made. 


In years 2, 3 and 4 similar entries in the 


‘ If the double-declining-balance method were used, 
substantially similar ts would be achieved. The 
sum-of-the- igits method is used in this and 
future illustrations use it gives a somewhat greater 
degree of acceleration and seems to be used somewhat 
more widely. Cf. Accounting Trends and Techniques, 
Tenth Edition (1956), p. 156. 

5 The transition to accelerated depreciation will be 
accomplished in *—1 years, where # is equal to est- 
mated service life of the asset. In a more realistic case of 
a firm with a heterogeneous group of assets, the great 
bulk of the transition will be completed in n»—1 years, 
where » is equal to weighted average service life. 
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Accelerated Depreciation and Taxes 175 
TABLE 1 
DeEpreciaTION CHARGES OF A Static Firm 
Assets tA Depreciation Charge in Year: 
Acquired Cost of Assets 
ie Year 0 1 2 3 4 5 6 
Tax Return Depreciation 
500 300 Retired 
1,500 300 300 Retired 
1,500 300 300 300 = Retired 
1,500 300 300 300 300 = Retired 
0 1,500 300 300 300 300 300 = Retired 
1 1,500 500 400, 300 200 1 Retired 
2 1,500 500 400 300 200 100 
3 1,500 500 400 300 200 
4 1,500 500 400 300 
5 1,500 500 400 
6 1,500 500 
Total Depreciation Charge on Tax Re- 
1,700 1,800 1,800 1,700 1,500 1,500 
| 8, Straight-Line Depreciation in Finan- 
al Reports 1,500 1,500 1,500 1,500 1,500 1,500 1,500 
C. “Extra” Depreciation.............. 0 200 300 200 0 0 


N.B. All assets have a five-year service life and zero salvage value. 


amounts of $150, $150, and $100, respec- 
tively, would be made if tax rates are not 
altered. Since tax and book depreciation 
deductions are the same in every year after 
year 4, the liavility would remain on the 
books in perpetuity unchanged from its 
$500 amount. 

A somewhat more realistic model is in- 
troduced if we consider a firm which grows 
at a constant rate. In the first year of the 
period under consideration (year —4) it 
acquires $1,500 of depreciating assets. In- 
vestment in depreciating assets grows at a 
5% rate each year thereafter. The case is 
further simplified by again assuming that 
all assets have a five-year service life and 
zero salvage value. This firm also changes 
to the sum-of-the-years-digits method for 
tax purposes in year 1 and continues to use 
straight-line depreciation for financial ac- 
counting. 

Table 2 indicates the results for the 
steadily growing firm. During the transi- 
tion period, tax depreciation exceeds book 
depreciation by substantial amounts. At 
the end of the transition period this ‘“‘ex- 


tra” depreciation declines to a much 
smaller figure, but grows in every year 
thereafter. If the firm’s rate of growth is 
maintained, the “extra” depreciation not 
only grows each year but grows by an in- 
creasing amount. If Table 2 were extended, 
it would show that in year 20 “extra” de- 
preciation was $144 and by year 30 it 
would amount to $233.° 

If a liability for future taxes were recog- 
nized under these conditions, the balance 
in the liability account would grow each 
year. After a sufficiently long period, this 
“liability” might well become one of the 
major balance-sheet items. 


6 The general formula for the calculation of the ‘“‘ex- 
tra” depreciation assuming a uniform service life (m), a 
re rate of growth (r), and an initial investment of 

is: 


Extra depreciation in year y 
n—(n—1) 


+ (x ~)) 
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TABLE 2 unav 
DEPRECIATION CHARGES OF A Firm GROWING AT A 5% RATE othe 
Assets Depreciation Charge in Year: com 
Acquired Cost of Assets ——— assu 
In Year 0 1 2 3 4 5 6 7 tax 
A. Tax Return Depreciation tity 
—4 1,400 300 Retired effec 
—3 1,575 315 315 Retired 
—2 1,654 331 331 331 Retired seen 
—1 1,736 347 347 347 347 Retired T 
0 1,823 365 365 365 365 365 Retired | 
1 1,914 638 510 383 255 128 Retired mac 
2 2,010 670 536 402 268 134 Retired the 
3 2,110 703 563 422 281 141 ‘ 
4 2,216 739 «591 443 205 mtr 
5 2,327 776 621465 the 
6 2,443 814 651 
7 2,565 855 fut 
Total Depreciation Charge on Tax Return. 1,658 1,996 2,223 2,334 2,324 2,185 2,293 2,407 = 
B. Straight-Line Depreciation in Financial Re- wa} 
1,658 1,740 1,827 1,919 2,015 2,115 2,221 2,332 on 
C. “Extra” Depreciation.................... 0 256 396 415 309 70 72 «95 tere 
tire 
N.B. All assets have a five-year service life and zero salvage value. bor 
ter 
CRITERIA FOR RECOGNITION OF The crux of the matter then is whether the an 
EXPENSES AND LIABILITIES events in these cases have established the suc 
Does a difference in the deduction for of iabilit 
depreciation on the tax return as compared Concerning liabilities the statement ‘ : 
with the books require an accrual entry in ‘“#YS* ‘ 
all cases, including of course the two ex- “The interests or equities of creditors (liabil- ss 
amples of the previous section? If our ac-__ ities) are claims against the entity arising from 8 
Gintidim-eaitecth: the eat d liability past activities or events which, in the usual case, pe 
ng xpense and Mability require for their satisfaction the expenditure of gu 
recognition were sufficiently precise and corporate resources. . . . The discharge of a liabil- dit 
complete, we could measure this situation ity at a determinable date is normally required a 
against the rules and reach an easy an-_ by contract or intent of parties.”* Ke 
swer. Unfortunately the criteria in this area Any future tax item arising from the ti 
= t permit so easy an appr oach. cases of the previous section fails com- th 
e 1957 Revision of Accounting and pletely to meet these usual tests of a liabil- 
Reporting Standards for Corporate Finan- ity. The Federal government recognizes 
cial Statements may serve as a guide. It “claim against the entity” in its record-- 
says with regard to expenses: keeping; “the expenditure of corporate re- 
“Recognition of cost expiration [expense] is sources’’ will not be required, neither at a tl 
based either on complete or partial decline inthe “determinable date” nor at any other fc 
usefulness of assets or the appearance of a liabil- thine | 
ity without a corresponding increase in assets. . . . — . : P 
The issuance of product guarantees, notice of Professor Moonitz, in a sense, assumes c 
adverse court rulings, and similar events estab- the existence of a liability by saying that re 
lishing the existence of liabilities call for the the tax effect produced in one year by dif- it 
recognition of cost expiration.” ferences in depreciation timing has “an t 
Tue Accountinc Review, October, 1957, p. 541. Tbid., p. 542. 
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unavoidable offsetting tax effect in some 
other year.”’ If the tax were based on in- 
come generated by individual assets, this 
assumption might be justified. Since the 
tax is based on taxable income of the en- 
tity however, there need not be a future 
efiect for the going concern, as we have 
seen, if the two basic criteria are met. 

The comparison with bond liabilities 
made by Moonitz seems entirely beside 
the point. The liability that is recognized 
in most bond issues is made up largely of 
the discounted present value of required 
future interest payments. In fact, in the 
example cited of a bond issue that is al- 
ways refunded (a perpetuity, in other 
words) the present value of the future in- 
terest payments is the measure of the en- 
tire liability. If it were possible to issue 
bonds on a perpetual basis at a zero in- 
terest rate, would a liability exist? The 
answer clearly would seem to be no, that 
such a transaction is in the nature of a 
gift. That is precisely the effect produced 
for the going concern by accelerated tax 
depreciation. So long as the firm follows a 
regular investment policy, it will receive a 
“gift” of having its income tax payments 
permanently reduced. It may well be ar- 
gued that a gift should not be permitted to 
distort comparative operating results by 
reducing an expense, but the solution is to 
treat income taxes as an income distribu- 
tion rather than to recognize an expense 
than simply does not exist. 


THE PROBABILITY OF THE NECESSARY 
CONDITIONS BEING REALIZED 


The preceding sections indicate that 
there will be no liability for future taxes 
for static or growing firms if depreciation 
provisions of the tax laws remain un- 
changed (or become more generous) and a 
regular policy of investment in depreciat- 
ing assets is maintained. How likely is it 


that these necessary conditions will be 
realized? 


177 


Depreciation Provisions of the Tax Law 
Unaltered 


The depreciation provisions of the tax 
code are a part of the law of the land and 
the law may, of course, be altered by Con- 
gress at any time. However, no substantial 
indication that Congress feels that the 
present provisions are too generous and 
should therefore be altered has come to my 
attention. In fact, there has been some con- 
tention that present provisions are not 
generous enough and that the amount of 
acceleration permitted should be increased. 
All of the history of tax legislation indi- 
cates that once special rights® are granted, 
it is very difficult and unusual for Congress 
to withdraw them, especially if the return 
to the former rules would result in a dou- 
bling-up of tax burdens during the years of 
return. Current discussions of impending 
tax legislation all make mention of possible 
alterations in tax rates (the Moonitz crite- 
rion (a)), but donot hint at less generous 
depreciation methods. 

It is this feature of permanence of the 
depreciation provisions of the tax law and 
their general applicability that distin- 
guishes cases of the sort under considera- 
tion from those arising under the 60-month 
amortization provisions of the Revenue 
Acts of 1940 and 1950. Under those acts, 
rapid amortization was permitted only for 
facilities for which certificates of necessity 
were issued. Even though continuous in- 
vestment was planned by the firm, there 
could be no assurance that the new facili- 
ties would qualify for certificates of 
necessity. Consequently when depreciation 
charges on the tax return exceeded those 
shown on the financial statements, an off- 
setting tax effect in a future year or years 
was possible if the criteria cited by Moon- 
itz were likely to be met. Where acceler- 


® If tax depreciation exceeds book depreciation, this 
is an indication that the firm is enjoying a special right. 
10 Measurement of the effective present liability, 
though, would be a sub: antial task as the next section 
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ated depreciation is available for all assets 
and is likely to remain so, this problem 
does not arise. 


Regular Investment Policy 


The second criterion of a regular invest- 
ment policy is more difficult to define and 
to realize. Since an infinite number of asset 
acquisition and service life combinations 
is possible, generalization as to what 
policy of investment would insure that 
future years’ taxes would not be in- 
creased by current differences between tax 
and book depreciation is probably im- 
possible. In almost all cases a pattern of 
capital asset acquisitions in which each 
year’s purchases are equal to or greater 
than those of the previous year would suf- 
fice.“ Relatively small declines in pur- 
chases punctuating periods of moderate 
growth would under normal circumstances 
be accommodated within the assumption 
as well. 

Since conventional accounting proce- 
dures and tax regulations both operate in 
historical cost terms, the series of invest- 
ments is measured in monetary, not real, 
terms. During a period of rising prices ful- 
fillment of the necessary criterion is more 
likely since it does not require a firm to 
maintain a constant rate of acquisition of 
productive capacity but merely of dollar 
investment. 

In recent years our economy has, of 
course, been characterized by substantial 
growth rather than merely a maintenance 
of investment. Aggregate investment in 
producers’ durable goods has grown at an 
average rate of over 6% per annum in the 


suggests. Anticipating the analysis there, consider the 
case of an asset costing $100,000 with a twenty year life 
depreciated over a sixty month period. Assume a 50% 
tax rate and that a 6% discount rate is appropriate. In 
the first pee depreciation on the tax return is $20,000 
and on the financial records is $5,000, producing a tax 
“loan” of $7,500. The loan will be repaid at the rate of 
$500 ye a starting at the end of year 6. The present 
value of such a stream of payments is only $3,846. 
Even with this pattern, sufficient divergence in 
service lives of different years’ acquisitions could pro- 
duce small adverse effects in subsequent years. 
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post war decade from 1947 through 19562 
In only two years in that interval, 1949 
and 1954, did investment in assets subject 
to depreciation fall below that of the pre. 
ceding year. In both cases the decline wag 
less than 5% and was quickly recovered, 
It would appear that firms in the aggregate 
have met this criterion of regular or grow. 
ing investment in capital assets rather 
satisfactorily over the last decade. 

Growth of investment in the economy as 
a whole does not necessarily indicate 
growth, or even inaintenance, of invest. 
ment by all firms in the economy. Ab 
though the vast majority of income-tax- 
paying firms are probably at least main- 
taining their level of monetary investment, 
two classes of exceptions to this general 
tendency may be noted. They are firms 
with a single, or preponderant, indivisible 
asset and new firms. 

Firms owning a single office building or 
apartment house or operating a single 
mine are examples of the first class of ex 
ceptions. A constant stream of capital 
goods investment by such firms is un 
likely, and funds made available annually 
by the earning of depreciation charges are 
frequently used to reduce bonded indebt- 
edness or are invested in securities. For 
such firms, income of the entity and in- 
come from a single asset are virtually the 
same. If they employ an accelerated de- 
preciation method in their tax accounting 
and straight-line depreciation in their 
financial recordkeeping, recognition of 4 
liability for future taxes might be appro- 
priate if satisfactory assumptions could be 
made about future profitability and future 


tax rates. The nature of their individual | 
assets, however, would reduce the signifi- | 


cance of the income-tax deferral for these 
firms. Office buildings and apartmeit 
houses are long-lived assets and the “addi- 


Data drawn from National Income (1954 Edition), 
a supplement to the Survey of Current Business (Wash- 
ington, 1954), pp. 162-165 and Survey of Current Bust 
ness (Feb. 1957), p. 14. 
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tional” taxes would begin to be paid only 
in the second half of their lives and would 
be spread over that entire second-half 

iod. At any reasonable discount rate, 
the present value of the taxes deferred in 
any one year would be relatively small. For 
example, if we assume a $1,000,000 build- 
ing with a 40-year life, a 50% tax rate per- 
sisting 40 years into the future, profitable 
operations, and a 67% discount rate, the 
tax saving in year 1 is $11,890 but the 
present value of the future liability is less 
than $2,000. In succeeding years the de- 
ferred tax liability would grow every year 
by the present value of that year’s deferral 
plus accrued interest at the assumed rate 
on the balance in the deferred liability ac- 
count at the start of the year. From year 
13 on the interest accruals exceed the an- 
nual tax deferrals and it is well into the final 
third of the asset’s life before the “future 
tax liability”’ begins to be reduced. Calcu- 
lation of the amounts in individual cases is 
a long and tedious job, but the only other 
alternative if deferred taxes are to be rec- 
ognized is to ignore the imputed interest 
factor implicit in the situation. A failure to 
recognize interest on liabilities that do not 
become payable for two decades or more 
simply ignores the economic reality of the 
situation. There are too many cases al- 
ready in existence where accounting fails 
to recognize economic reality for us to add 
another to the list. 

Newly organized firms will normally 
make substantial investments in capital 
assets in their first year of existence. Un- 
less expansion is exceptionally rapid in the 
following years, that first-year level of ex- 
penditure will not be maintained. If the 
firm’s profits make it worthwhile to claim 
accelerated depreciation on its tax return, 
but it shows only straight-line depreciation 
in its accounting records, inter-period al- 
location of income taxes during this early 
transitional period to regular investment 
may be warranted. It seems unlikely that 
there are many cases of this type where the 
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adjustments would be material after the 
discount factor is recognized. 

When investment expenditures fluctuate 
erratically, a special problem is likely to 
arise. One possibility for dealing with such 
a situation would be to divide the expendi- 
tures for depreciable assets into continuing 
and extraordinary portions, and to at- 
tempt inter-period allocation only with re- 
spect to the extraordinary portion. The 
1955 annual report of National Dairy Prod- 
ucts Corporation is an example of a divi- 
sion of plant expenditures for this purpose. 
In the notes to the financial statements the 
following paragraph appears: 

The Company, for income tax reporting only, 
has adopted the declining balance method of 
computing depreciation. ... For all other pur- 
poses, including the financial statements, the 
straight-line method is being continued. The re- 
duction in Federal and Canadian income taxes 
for the year 1955 arising from the additional de- 
duction for depreciation so allowable for income 
tax reporting is estimated to be $2,850,000. Of 
this amount, $2,500,000, representing the tax re- 
duction applicable to regularly-recurring addi- 
tions and replacements of machinery and equip- 
ment, as estimated by the management, is 
reflected as an addition to 1955 earnings through 
a reduction in the provision for 1955 Federal and 
Canadian taxes on income. The balance of 
$350,000 of such tax reduction, which is at- 
tributable to additional depreciation for tax re- 
porting on machinery and equipment additions in 
excess of regularly-recurring replacements, and 
on build’ugs, has been deferred and is included in 
the “Provision for Federal and Canadian taxes 
on income” in the accompanying balance sheet. 


Firms with fluctuating annual expendi- 
tures are likely to be the major problem for 
the auditor. For a seasoned firm, replace- 
ment and adaptation to changing technol- 
ogy in a world of rising prices promise a 
reasonably high level of continuing invest- 
ment. Occasional peaks of capital asset 
purchases, especially if their depreciation 
charges are spread over a long period, are 
unlikely in most cases to affect adversely 
income tax charges of future years in 
amounts sufficient to justify current ac- 
cruals, 
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Financial statements are prepared for 
individual firms, not statistical averages, 
though, and the auditor must decide 
whether the firm he is considering falls into 
what is likely to be a relatively small 
group of exceptions. In deciding he will 
have to rely on evidence of past invest- 
ment policy, indications of long term plans 
and expressions of managerial intent rath- 
er than the more familiar types of ob- 
jective verification. Assessment of future 
investment plans is somewhat more com- 
plex than deciding whether profits will be 
earned regularly in the future, but both 
require the same type of subjective deci- 
sion. Distasteful though it be, accountants 
are likely to be faced by this type of prob- 
lem more often as efforts are made to make 
income reporting more realistic. 

On balance, it appears that the likelihood 
of the two primary criteria being realized, 
or of the secondary criterion of continuing 
profits not being met in those cases where 
a constant level of investment is not antic- 
ipated, is substantial; so substantial that 
it would seem that inter-period allocation 
of income taxes from this source should re- 
quire explanation in the notes to the finan- 
cial statements. 


CONCLUSIONS 


Many firms use an accelerated deprecia- 
tion method for calculating the deprecia- 
tion deduction to be made on the income 
tax return, but employ the straight-line 
depreciation method for calculating the 
depreciation expense figure for financial 
statements. In considering the effect of this 
action on income tax expense and income 
tax liability, attention must be centered on 
the taxpaying entity, the firm as a whole. 
For a static or growing firm, current. tax 
savings from this source will not adversely 
affect income tax charges of future years. 
In fact, the growing firm can look forward 
to an ever-increasing annual tax saving 
continuing year after year. Only a mori- 
bund firm with declining investment in 
capital assets is likely to be faced by a sub- 
stantial deferred tax liability, and then 
only if its dying years are profitable ones. 

Although the analysis indicates that a 
liability for future taxes from this source 
should be recognized only in rare cases, 
disclosure of any difference between the 
amount of depreciation claimed on the tax 
return and that shown in the income state- 
ment is a desirable reporting practice and 
should be employed regularly. 
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CURRENT DEVELOPMENTS IN THE PUBLIC 
ACCOUNTING PROFESSION* 


R. WARNER RING 
Vice-President, American Institute of Certified Public Accountants 


Mark Eaton of the Institute regrets 

his inability to be here for this meet- 
ing. As I think most of you know, the rea- 
son is his physician’s order that he limit 
the scope of his activity. 

I consider it an honor to have been cho- 
sen to represent the Institute at this meet- 
ing of the American Accounting Associa- 
tion. Your association has grown rapidly 
in size and in prestige. It represents an in- 
tellectual influence in accounting far 
greater than mere relative numbers would 
indicate. 

We in the Institute are glad to have a 
chance to talk with you. 

Probably all professions, as they mature, 
give increasing recognition to the academic 
part of their fraternity. In a profession’s 
youth, apprenticeship is the common 
method of instruction. How the resulting 
sparseness of professional knowledge and 
general educational background affected 
the character of the accounting profession 
is shown in an interesting old book, Recol- 
lections of the Early Days of American Ac- 
countancy, by James T. Anyon. Describing 
a meeting of the American Association of 
Public Accountants in 1887, the author 
wrote: 


Pi: let me say how much President 


“Although full of zeal and ambition to excel, 
the average man of this class lacked personality 
and impressiveness. He failed to convey to the 
business man that he was expert in his profession, 
or that he was especially expert in anything. He 
knew his business in a simple elemental way but 
possessed few ideas and no vision. My heart and 
sympathy often went out to these men. They had 


* This paper was presented at the annual meeting of 
the American Accounting Association, University of 
Wisconsin, on August 27, 1957. 


adopted as their calling in life a profession, the 
vastness and importance of which they had little 
conception. ... They were like the children the 
old philosopher refers to as ‘picking pebbles on 
the sea shore’ while the great sea of accounting 
knowledge, unknown and unexplored, lay before 
them.” 


Then, as in medicine, law, engineering 
and other fields, the universities began to 
take over the major part of what young 
men and women needed to know in order 
to enter the profession. Significantly, the 
sad state of affairs in 1887 described by 
James T. Anyon passed away. 

One instrument of the change has been 
the large number of us practitioners who 
are not content to remain completely en- 
grossed in our own practical affairs. Con- 
cerned about the welfare of the profession 
as such, we cannot help taking a paternal 
interest in those about to enter it, and 
whether they are properly prepared or not. 
Thus, the maturing of the profession and 
the involvement of the universities have 
perforce gone hand in hand. 

Nevertheless, some practitioners have 
been inclined to scoff, pointing out that 
only experience can qualify a man to prac- 
tice on the public. But more university 
training does not mean that the experience 
requirement will wither away entirely. The 
internship has persisted in medicine, and 
something of the same sort may be found 
necessary in accounting. 

In any event, the nature of our profes- 
sion, along with that of medicine and law, 
is such that the universities will be our 
main reliance for organized, methodical 
teaching of technical subject matter. This 
is one reason why the universities and you 
teachers of accounting are increasingly 
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important to us practitioners. 

Another reason why you are important 
to us is that we need your help in dealing 
with a variety of problems. The demands 
for the services of certified public account- 
ants have widened more rapidly than most 
of us foresaw. At the same time, the qual- 
ity of our service has increased in depth. 
Consequently, our belief as to what is true 
regarding our profession’s growth can 
easily lag behind the dynamic reality. 
There is a danger of translating observa- 
tions of what accountancy was in the for- 
ties or what it is in the fifties into conclu- 
sions that we suppose will be valid for the 
sixties and seventies. 

Obviously, the conditions of our expan- 
sion require real thoughtfulness and vision. 
And if solutions are too long delayed, we 
may “‘miss the bus.” 

In this climate of rapid evolution, it is 
indeed fortunate that the American Insti- 
tute of Certified Public Accountants and 
the American Accounting Association have 
been cooperating for years on specific proj- 
ects. You have a committee that has 
helped our Board of Examiners by fur- 
nishing material for the CPA examination, 
and from time to time by criticizing the 
content. You have collaborated in using 
the Institute’s personnel testing programs. 
Our committees have exchanged ideas 
about internship programs, and have 
made a start in setting up standards for an 
employer when interns are assigned to him 
by the colleges. You have helped the Insti- 
tute show the opportunities in accounting 
to high school students—through films, 
pamphlets, and personal contact. You 
have thus helped to turn thousands of 
young men toward your courses, and we 
hope eventually toward our offices. Over 
the years our representatives and yours 
have conferred on curriculum. And we 
have worked together on many other 
matters. 

Today I want to use the short time 


available to touch on three subjects of in. 
terest to both our organizations—subjects 
which loom up as major problems, re. 
quiring early attention and action. I think 
that we can work together in their soly. 
tion. 


Educational Standards for the CPA 


The first problem is indicated in the re- 
port of the Commission on Standards of 
Education and Experience for Certified 
Public Accountants. The report raised a 
number of challenging questions and 
touched off a nationwide discussion of for- 
mal education for professional accounting, 

Before very long, the Institute will be 
pressed to take an official position on some 
of these questions. Council has already 
authorized, and the president has already 
appointed, a special coordinating commit- 
tee to consult with all interested groups 
outside the Institute, and with all inter- 
ested committees within the Institute, 
and to recommend actions to Council. The 
new committee may be urged to make 
some recommendations by the spring of 
1958. The committee includes two past 
presidents of the Institute, the retiring 
president of your own Association, the re- 
tiring president of the Association of CPA 
examiners, and other members of distinc- 
tion. Views of the American Accounting 
Association as an organization are ear- 
nestly desired. And theviews of its members 
as individuals will be welcome also. There 
will no doubt be differences of opinion 
within your organization, as there are 
within ours. And the true consensus will be 


known only if everyone expresses himself. _ 


Here are the pressing questions: 

If, as I believe we all would agree, the 
accounting profession is to rely mainly on 
universities to teach future recruits the 
technical subject matter they need to have 
what will be the scope and content of the 
professional educational classes? 

Will there be, as soon as possible, a fifth 
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year added to the present requirement so 
that more time can be allowed in the ear- 
lier years for the liberal arts? 

Should there be professional schools of 
accounting similar to the schools of law, 
medicine and engineering? And if so, 
should they be entirely separate or should 
they remain within the present schools of 
business administration? 

Should a distinction be made in the in- 
struction of accounting for students who 
intend to practice professionally and those 
who intend to enter industry? 

How shall the professional accounting 
schools be accredited? And who shall do 
that job? 

All these questions will be hotly de- 

ted. They should also be thoroughly and 
quickly debated. Until some answers are 
forthcoming, the advancement of the ac- 
counting profession will be retarded. 


Continuing Education for Certified Public 
Accountants 


Along with other groups in the business 
community, the certified public account- 
ant now stands at the commencement of a 
new thrust in economic functioning, and 
this novelty is of supreme importance to 
our education. How are we to acquire the 
new stores of knowledge that will certainly 
be demanded of us? 

The large accounting firms spend a 
great deal of time and money in staff 
training and also in what might properly 
be called continuing education of managers 
and partners. But the profession as a whole 
has no facilities to speak of for regular, 
continuous, methodical, organized instruc- 
tion of its members. 

A survey indicates that accounting is at 
the very bottom of a list of professions 
and quasi-professions in such training. 
Medicine, law, dentistry, engineering, 
banking, insurance—all have highly or- 
ganized facilities. Robert Kane, the Insti- 
tute’s education director, points out that 
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in the three courses in continuing educa- 
tion provided by the Institute, only 768 
students were enrolled in the first two 
years, from 1954 to 1956. By contrast, the 
American Dental Association reports that 
over 15,000 dentists, about one-third of 
the total number in the United States, 
were enrolled in courses given by state and 
local dental services in one year, 1956. 

Continuing education is not only a big 
problem; it is interwoven with most, per- 
haps all, of the other major problems that 
the profession faces. For example, our 
Committee on Professional Ethics has 
pointed out that seeking compliance with 
auditing standards is a complex job involv- 
ing vast research, conferences with mem- 
bers concerned, review of working papers, 
and evaluation of the professional services 
rendered. However, it seems a reasonable 
supposition that we would not today face 
such a complicated task if our facilities for 
continuing education had in the past 
brought home to the whole profession the 
importance of Statement 23, which re- 
quires that the accountant either express 
an over-all opinion in his report or assert 
that an opinion cannot be given, with rea- 
sons why it cannot. 

There is now much discussion of the ap- 
propriateness of various management serv- 
ices for CPAs. At the moment neither 
CPAs nor any other group in the business 
community may be equipped to perform 
some of these services. They are new to 
everybody. Whether some of these services 
do become a specialization of the CPA may 
well depend on our program for continu- 
ing education. 

The problem is immediate. And manage- 
ment services is only one area requiring 
our study. The practitioner with vision is 
also asking: where are we going to learn 
how to give accounting and auditing serv- 
ices in a number of unfamiliar industries 
and organizations—such as banks, insur- 
ance companies, welfare and pension 
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funds, labor unions, credit unions, secur- 
ities brokers and dealers, and municipal- 
ities? 

How are the staffs of the smaller firms 
and individual practitioners to receive any 
proper training? 

In other professions, though not all, the 
universities have taken quite a hand in 
answering such questions. Medicine, for 
example, has a continuing program for 
doctors, conducted at the medical schools 
and with their aid, and often with the co- 
operation of medical societies. On the 
other hand, the lawyers have a separate 
body, the American Law Institute, with 
substantial support from foundations, 
that exists for the sole purpose of running 
a large part of their continuing education 
program. 

The Institute has started a modest con- 
tinuing education program. So far only 
three courses are available and only one 
pattern of instruction has been developed. 
We probably need a great variety of 
courses in a wide variety of subjects. It 
would please me to see experimentation 
all over the country with one-day clinics, 
five-day refresher courses, series of semi- 
nars spread over a period of weeks, and 
every other available form. The teachers 
of accounting can make a truly great con- 
tribution. There is a pressing need to re- 
vive the habit of seeking organized in- 
struction on the part of the practicing 
members of the accounting profession. 


Development of Accounting Principles 


A third major topic I want to touch on 
is not so closely related to education. But 
it is nevertheless a subject in which the 
academic part of the accounting profession 
has a strong and legitimate interest. I have 
in mind the job of developing accounting 
principles and standards of financial re- 
porting. This involves the whole theory of 
accounting, which is your stock-in-trade 
as well as that of the practitioner. The 


theory of any profession is largely re. 
flected in its literature, and the literature 
is always largely created by academicians. 
Accounting is no exception. Both as jp. 
dividuals and through committees of your 
Association, teachers have made substan. 
tial and enduring contributions to the 
clarification of the basic concepts of ac- 
counting and to the refinement of account- 
ing theory and procedure. 

Also, the universities have a special in- 
terest in all basic principles as they provide 
educational short-cuts to the innumer- 
able applications of practice. In an address 
before the American Association of the 
Collegiate Schools of Business, the philos- 
opher Alfred North Whitehead said: 

“The way in which a university should fune- 
tion in the preparation for an intellectual career, 
such as modern business or one of the older pro- 
fessions, is by promoting the imaginative con- 
sideration of the various general principles under- 
lying that career. Its students thus pass into their 
period of technical apprenticeship with their 
imaginations already practiced in connecting de- 
tails with general principles.” 

The statements you have issued—stat- 
ing general, comprehensive fundamentals 
—have been helpful to the practitioner 
too. But they often do not answer partic- 
ular questions with which certified public 
accountants may be faced when they are 
required to sign opinions as to whether fi- 
nancial statements fairly present financial 
position and results of operations in con- 
formance with generally accepted ac- 
counting principles. The Institute’s ap- 
proach to accounting principles, as you 


know, has been to deal with particular - 


current problems which have to be an- 
swered within a reasonable time, one way 
or the other, with the expectation that at 
some point the answers to a large number 
of specific questions would in themselves 
form a pattern of general theory that 
might permit a consistent and comprehen- 
sive statement of accounting principles. 
The Institute’s Committee on Account- 
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ing Procedure has had the assistance of 
members of your Association who are also 
members of the Institute. Three promi- 
nent teachers are now on that Committee: 
Herbert Miller of Michigan, Willard 
Graham of North Carolina, and William 
von Minden of Rutgers. On the other 
hand, your committees have enlisted prac- 
titioners in considering problems from 
your point of view. 

I think that no one would argue that 
either of us, or both of us together, have 
been wholly successful. There has been 
criticism both from outside the profession 
and from within it, that progress has been 
much too slow, and that the profession 
has evaded its responsibilities in its failure 
to reduce the number of existing variations 
in the accounting treatment of similar 
items which are permissible within the 
general current concept of accepted ac- 
counting principles. 

The Institute is keenly aware of the 
shortcomings which exist in the present 
day financial reporting. But it does not 
believe that the practicing profession, nor 
the academic part of the profession, 
should bear the whole responsibility. 
Business management has primary re- 
sponsibility for financial statements. Regu- 
latory bodies of government have a power- 
ful influence over accounting procedure. 
So do the tax laws. Until there is a genuine 
public desire for a closer approach to uni- 
formity, the forces that make for diversity 
will continue to be powerful. 

There are only two ways to bring about 
uniformity in social affairs. One is by grad- 
ual voluntary acceptance, based on under- 
standing of the mutuality of interest. The 
other is the authoritarian method. 

I think it is implicit in the approaches of 
the American Accounting Association and 
of the Institute that a voluntary approach 
is the better one. Of course, it is slower; 
but we believe that it is surer, because the 
results of every decision can be tested in 


the crucible of usefulness. The authoritar- 
ian approach, on the other hand, can tend 
to be rigid, whether the authority is ex- 
ercised by a governmental agency or by 
some other agency to whom power is en- 
trusted. It is likely to become inflexible. 
Decisions are of no use unless they can be 
enforced. If they are enforceable, they 
tend to become precedents. When they 
have taken roots as precedents, they are 
difficult to change—more difficult as time 
elapses. 

Some of you have seen the address by 
President Mark Eaton before the Illinois 
Society of Certified Public Accountants in 
early June. He asserts that substantial 
progress has been made, though he freely 
recognizes that much remains to be done. 
He invites expression of views from all ele- 
ments of our society interested in the im- 
provement of financial reporting as to how 
progress can be accelerated. He points out 
the dangers of the authoritarian ap- 
proach and expresses confidence that ac- 
counting will adapt itself better to the 
changing needs of our times if generally 
accepted accounting principles are per- 
mitted to evolve by trial and error. 

This is not the time to discuss this prob- 
lem at great length, but it is certain that 
the academic viewpoint can be construc- 
tively influential in speeding up solu- 
tions. 


Conclusion 


So far, I have spoken of matters in which 
the practicing certified public accountant 
needs your help. Cooperation, I am aware, 
is a two-way street. Certified public ac- 
countants in practice can do a great deal 
more than they have done to help teachers 
in their task. And we’d be glad to have 
you tell us specifically what and how. 

It has been suggested that practitioners 
ought to be encouraged to teach on a 
part-time basis. We ought to encourage 
higher salary levels in the universities so 
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that they can compete effectively for 
skilled personnel. Perhaps the profession 
should provide teaching aids, audit case 
studies, and the like. We know we should 
be granting more scholarships and sup- 
porting more chairs and lectureships. A 
start has been made in giving teachers an 
opportunity to acquire practical experi- 
ence at the holiday time. Direct financial 
support has also been suggested. 

All these matters that I have mentioned 
are under careful study by the Institute at 
the present time. How can we best com- 
municate and cooperate with you in the 
consideration of them? 

The Institute is fortunate in the quality 
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of its professional staff, which is a focal 
point for communication with our com. 
mittees. Carman G. Blough, our research 
director, and Robert L. Kane, our educa- 
tional director, are both former accounting 
teachers themselves. If your officers and 
committees will keep in close touch with 
them, their views will be disseminated 
among the appropriate committees of the 
Institute. 

Again I thank you for the opportunity 
of coming here and talking with you about 
three major problems of our profession. 
Again I want to say that the Institute wel- 
comes every opportunity to cooperate 
with your Association. 
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TRAINING FOR AN ACCOUNTING CAREER* 
A PUBLIC ACCOUNTANT’S VIEW 


Partner, Paut E. Nye 
Price Waterhouse & Co. 


sitting on this panel to participate in 

the discussion of a subject which is of 
such profound importance to my profes- 
sion. I am even happier that the subject is 
on the program of this meeting, and that 
it is appearing on the programs of many 
other meetings of accountants these days, 
because this matter of proper training for 
an accounting career is a subject which I 
am afraid too many of us have been In- 
clined to ignore for too many years. I 
think you will all agree that we can thank 
the Commission on Standards of Educa- 
tion and Experience for Certified Public 
Accountants for the fact that this problem 
is receiving so much attention these days. 
I think that perhaps one of the greatest 
contributions which the Commission has 
made to the accounting profession is the 
fact that its report is stimulating discus- 
sion and causing many members of our 
professions to begin giving this subject a 
great deal more serious thought than we 
have in the past. 

You will note that the program today 
indicates that I am to present “A Public 
Accountant’s View.” Please be assured 
that that is exactly what my remarks will 
represent—my own views, not those of the 
profession nor even those of my firm, be- 
cause we are talking about matters of 
opinion, not of fact, and I would not at- 
tempt to express anybody’s opinion ex- 
cept my own. 


| am very happy to have the privilege of 


A CONCEPT OF TRAINING 


First, let me give you my concept of the 
term, “training for a career.” To me, the 


* This paper was presented at the annual meeting of 
the American Accounting Association at the University 
of Wisconsin, August 28, 1957. 


word “career” involves some degree of 
permanence, and therefore a person is 
trained for it through a combination of 
formal education and practical experience. 
It seems to me that a person cannot be 
trained for a career solely by formal educa- 
tion (no matter how technical or special- 
ized it may be), because education will not 
be of much value unless one learns, 
through experience, how it may best be 
put to use. 

Undoubtedly today educational institu- 
tions are attempting to teach things that 
can best be learned through experience, 
and by the same token our profession is 
attempting to impart through experience 
knowledge that could best be imparted by 
the schools. If this concept, that training 
for a career is a combination of formal edu- 
cation and practical experience, is kept in 
mind, I believe that the educational proc- 
esses and techniques can be designed so as 
to better prepare the graduate for the ex- 
perience which he will receive. At the same 
time, we must establish and maintain 
standards of training by experience which 
will take full advantage of the education. 
In other words, it should be possible to 
develop these two important elements of 
training to such a degree that they will 
complement each other with a minimum of 
duplication of effort. 

Is my concept of “training for an ac- 
counting career” at variance with the re- 
port of the Commission on Standards of 
Education and Experience? I don’t think 
so. Throughout the report, the Commis- 
sion recognized the importance of experi- 
ence as well as education in the over-all 
training process. True, the long-range 
goals all but eliminated experience re- 
quirements for the preparation of individ- 
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uals for entry into the profession. But note 
that word eniry. I don’t believe that the 
Commission made any representation that 
its recommended requirements would nec- 
essarily train an individual for a career in 
accounting—they are only intended to 
prepare him for entry into the profession. 


EDUCATION 


In discussing the “formal education” 
element of the training process, I am, 
broadly speaking, talking to you pro- 
fessors of accounting as one of your cus- 
tomers. Every year your product, which is 
in short supply, is being purchased by my 
profession as well as by industry and by 
government. Every year the price seems 
to go up. ( I realize that you can’t control 
the price, and that you’re not making any 
money out of this product, but I know 
that you are interested in giving good 
value.) So I think it is a very good thing 
that we customers and you producers get 
together to discuss possible means of im- 
proving the quality of this product. I don’t 
intend to imply that I am complaining 
about the quality, because, by and large, 
what we are getting today is good in many 
respects. On the other hand, I think we can 
agree that, on an over-all basis, the product 
can be improved. 

Let’s take a look at today’s models as 
they appear to us who see them applying 
for jobs in accounting firms. The college 
graduates intering the profession in recent 
years are reasonably intelligent and per- 
sonable. Undoubtedly, this results from 
the fact that colleges are becoming in- 
creasingly selective in their admission re- 
quirements—and I don’t have to tell you 
why that is happening. These graduates 
reflect a certain self-confidence—they are 
sure of themselves, perhaps because they 
know that they are highly valued in a 
broadening market, where demand exceeds 
supply. They are definitely career-minded 
and already know quite a bit about our 


profession, because they receive a great 
deal of vocational guidance in college. 

Our graduates generally are mature—g 
substantial number are married, and thus 
carry relatively heavy personal responsi- 
bilities at an early age. This tends to make 
some of them “security-conscious.” 

Last but not least, today’s college grad- 
uates are pretty well prepared technically, 

That description sounds quite encour- 
aging, doesn’t it? But here’s what is 
troubling many of us. As these young men 
go along, far too few of them are showing 
indications that they will achieve the suc- 
cess we hoped for them when they entered 
the profession. Not enough are displaying 
qualities of leadership—executive ability, 
if you like. 

Why don’t enough of these people 
“make the grade”? I can cite a number of 
reasons, all of them based on actual cases 
in our firm. Some never learn to express 
themselves clearly—to communicate their 
good ideas—orally or in writing. Some 
make good progress up to a point, then 
suddenly shy away from taking on new 
and important responsibility. Some seem 
unable to discipline their thinking so as to 
cast aside irrelevant detail and concen- 
trate on the important points. Some can’t 
seem to get along with clients; others can- 
not direct the work of subordinates with- 
out causing friction; others can never make 
themselves look the boss in the eye and 
say, “I don’t agree with you.” And unfor- 
tunately, some of them seem more con- 
cerned with the money they are making 


today than with the satisfactions (as well - 


as the financial rewards) that can be ob- 
tained by devoting oneself to the profes- 
sional concept of service. 

When a staff member progresses to the 
point where he is being considered for ad- 
mission to partnership in our firm, techni- 
cal qualifications are taken for granted. 
Other factors now become important— 
those qualities which I just mentioned as 
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being missing in too many of the young 
men who come to us, plus integrity, judg- 
ment, ability to train others, personality, 
and so forth. No one person can have all of 
these qualities to the highest degree, but 
many of them are present in what is often 
termed “a broad, well-rounded person.” 

So you see, we would like today’s grad- 
uates to have more of those many intangi- 
bles which cause us to think of someone as 
a “broad, well-rounded person.’”’ How can 
they be provided? The answer is obvious— 
we've heard it many times before and we'll 
hear it many times again: more liberal edu- 
cation, more emphasis on the humanities, 
on studies that tend to produce a culti- 
vated person. In articles and speeches, 
many pleas are being made these days for 
more truly educated people to serve as 
tomorrow’s leaders. I am sure that you will 
all agree that the growing importance of 
the accounting profession in our economy 
and in our society demands that the pro- 
fession obtain a larger share of tomorrow’s 
leaders. 

The Commission in its report has recog- 
nized the fundamental importance of a 
cultural background obtained through the 
study of liberal arts. However, its recom- 
mended long-range goals, at least on the 
surface, do not appear to provide for any 
more liberal arts than is presently being 
obtained by accounting majors in many 
schools. This disturbed me at first, but 
after further thought I decided that it 
should be possible to provide a greater 
amount of liberal education within the 
broad framework outlined by these long- 
range goals. 

Let’s take a look for a moment at the 
Commission’s report. As to college gradua- 
tion, the Commission did not attempt to 
specify the content or proportion of the 
four-year undergraduate program, but did 
say that the recommendations of the 
Standards Rating Committee of the Amer- 
ican Accounting Association were con- 
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sidered realistic and satisfactory minimum 
standards. Those recommendations, as you 
all know, were for 50 per cent liberal, cul- 
tural and general non-business studies, 25 
per cent general business studies, and 25 
per cent accounting studies. This translates 
normally into 60 credit hours devoted to 
general business and accounting subjects, 
to which would be added approximately 30 
hours of a post-graduate professional 
program, most of which would be devoted 
to more general business and accounting 
subjects. That’s about 90 hours devoted to 
technical matters! 

I have no quarrel with concentration on 
technical subjects in the graduate pro- 
gram, but I would like to suggest that our 
current thinking regarding the require- 
ments for an accounting major at the 
undergraduate level should receive serious 
reconsideration. Most of you have seen 
the report of the Task Committee on 
“Standards of Accounting Instruction,” 
appearing in the July 1957 issue of THE 
AccouNTING REVIEW. It interested me to 
note the prerequisites to admission to 
master’s programs based on bachelor’s de- 
grees in business. The median figures were 
16 hours of accounting and 24 hours of 
general business, a total of 40. I am cer- 
tainly not qualified to design a curriculum, 
but I wonder if these requirements would 
not be more realistic for the undergraduate 
program, bearing in mind that the student 
is going on to a highly specialized graduate 
program. Bear in mind also the concept 
that formal education represents the 
training designed to prepare one for fur- 
ther training through experience. In short, 
I am advocating a substantial increase in 
the proportion of liberal arts training to 
technical training at the undergraduate 
level. 

Why am I trying to make this case for 
including the fullest possible measure of 
liberal arts in the educational process? Be- 
cause I hope that all of us who are going to 
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be working over the years to achieve the 
long-range goals recommended by the 
Commission will not be drawn into the 
trap of concentrating too heavily on tech- 
nical education. I hope we can devise an 
educational process which will turn out 
educated persons, nof merely highly skilled, 
but half-educated, technicians. 

Let me quote from a formidable and 
rather disquieting book by William Whyte 
entitled The Organization Man, which 
some of you may have read. At the end of 
a dissertation on the so-called Practical 
Curriculum in schools and colleges this 
chilling passage appears: “Once the unedu- 
cated could have the humility of igno- 
rance. Now they are given degrees and put 
in charge, and this delusion of learning will 
produce consequences more critical than 
the absence of it.” 


EXPERIENCE 


Let me turn now to this matter of train- 
ing through experience. The Commission’s 
recommendations include an internship 
program of approximately three months. 
While this is not the most important of the 
recommendations, I think it is a very 
worthwhile one. However, we should not 
forget that it is one of the recommenda- 
tions for preparation for entry into the 
profession. We should not confuse it with 
or consider it a substitute for the intensive 
practical experience which is necessary to 
train a person well for a career in public 
accounting. The Commission recognizes 
this when it describes the internship pro- 
gram as a part of the educational require- 
ment. 

If we are to develop a comprehensive 
program of training for a public account- 
ing career, under which the formal educa- 
tion process and the experience process 
complement each other, the public ac- 
counting profession has a big job ahead of 
it. It seems to me that one of the first 
things we must all do is to reach agreement 


as to the areas in which training should be 
the responsibility of the educator, and 
those for which the profession should be 
responsible. 

Once we decide on the extent and type 
of training which can and should be ob. 
tained through practical experience, the 
profession must do two things: First, we 
must see to it that such training is in fact 
provided, and, secondly, we must keep the 
educators well informed as to what is being 
done. Educators cannot be expected to 
provide formal education which will pre. 
pare a student for his subsequent practical 
experience unless they are completely 
familiar with the experience being pro- 
vided. I might say that by the same token 
practitioners cannot provide the best ex- 
perience unless they are familiar with the 
formal educational process. Therefore, I 
think that we must plan for a far greater 
number of temporary exchanges of person- 
nel between the schools and the public ac- 
counting profession. 

While I recognize that, in our profession 
as a whole, there is considerable room for 
improvement in training through experi- 
ence processes, I do not anticipate too 
much difficulty in effecting the necessary 
improvements. Most of the large national 
firms now have formal training programs, 
including introductory classes for new 
assistants, seminars, discussion meetings, 
and prescribed on-the-job training prac 
tices. Smaller firms are beginning to show 
an interest in cooperative training pro 
grams, through the various state societies 
of CPAs, and I am confident that these ce 
operative programs will expand a great 
deal over the next few years. Because of 
the very nature of our work, I dare say 
that day-by-day training on the job, 
through careful instruction, supervision 
and review, is of a higher caliber than that 
in almost any other line of endeavor. As 
practicing accountants become more and 
more aware of the profession’s responsibil- 
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ity for the experience element of the over- 
all career training program, I am sure that 
they will give even more careful attention 
to this most important aspect of training. 

One thing that disturbs many of us is 
the fact that, apart from the difficulty of 
establishing standards of experience train- 
ing, the quality of such training in individ- 
ual cases is most difficult to evaluate, and 
probably almost impossible to “police.” I 
don’t pretend to know the answer to that 
one, but it occurs to me that in the long 
run the maintenance of proper standards 
of experience training will be secured by 
self-policing. In other words, those firms 
and practitioners that adhere to the stand- 
ards will find that they are attracting and 
retaining most of the qualified people, to 
the benefit of their practices. Those who do 
not adhere to the standards will sooner or 
later find their practices suffering because 
of a lack of qualified personnel. 

The one aspect of the Commission’s re- 
port that seems to have aroused the most 
disagreement is the recommendation that, 
when the long-range goals have been 
achieved, there need be no requirement of 
experience to qualify a person for obtain- 
ing the CPA certificate. Certainly under 
present conditions we would not like to 
see the experience requirement eliminated 
too hastily. On the other hand, in the long 
run, if we can develop and successfully 
operate a comprehensive program of 
training for an accounting career, which 
will include high quality formal education 
and high quality practical experience, 
then the point may lose its importance. 
Our greatest concern should be to attract 
and develop the type of person who will 
serve to strengthen the accounting pro- 
fession and to increase its contribution to 
our society. 


CONCLUSION 


Perhaps I can sum up the gist of my re- 
marks by offering my idea of the type of 
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person we are looking for in this profession, 
the kind of man we have been trying to 
describe. He is an educated man, with an 
aptitude and liking for our work, who has 
received a thorough training (formal edu- 
cation plus practical experience) in the 
technical aspects of accounting and audit- 
ing. What is an educated man? 

Let me conclude by reading a descrip- 
tion of this rare and elusive gentleman, 
which particularly appealed to me. These 
remarks were contained in an article by 
Russell Kirk, appearing in Fortune maga- 
zine of May, 1957. 


A person truly educated in the humane tradi- 
tion should have an orderly and disciplined mind 
—-so far as any system of training can bring order 
into private personality. He has been taught the 
relationship between cause and effect. He should 
understand that predictable consequences follow 
from particular actions. He has in his mind a 
fund of precedent. He is acquainted with system. 
He has been taught a respect for just authority, 
and that the ego must be kept in check. The com- 
plexities of modern business require precisely 
those habits of thought that a liberal education 
has been trying to incuicate in young men these 
several centuries. 

The sheer variety of the ideas that the liberal- 
arts man has explored can be counted upon to 
give him a resourcefulness generally superior to 
that of the man who has had only a technical 
training. Larger possibilities occur to the liberal 
intellect. Technique, as such, breeds only refine- 
ments of existing technique. Imagination rules the 
world, Napoleon said. Business imagination is not 
the highest form of imagination; but it certainly 
rules business in a competitive economy. 

It could be argued that a degree in the hu- 
manities is even some guarantee of integrity. 
The end of the old humanistic schooling, as I 
mentioned, is ethical: a man seeks virtue, through 
philosophy. There are dishonest intellectuals, just 
as there are dishonest fools. It is a Latin poet who 
tells us that a man may perceive the good path 
and the evil, and yet choose the evil almost 
against his will, and certainly against his reason; 
there are no absolute sureties against a fall from 
virtue. But after reading the philosophers and the 
prophets and the poets, a man at least must be 
ashamed of misconduct, for he knows surely what 
misconduct is. 

Liberal education cannot snbstitute for native 
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shrewdness and knowledge of the world, but it 
can supplement and elevate such worldly wisdom. 
The humane man is able to appreciate human 
hopes and motives. He has some idea of the com- 
plexity and subtlety of the human heart. If he has 
learned his lessons, he is not likely to think of his 
own prejudices as universal aspirations, or put a 
utopian faith in his associates. He probably has 
taken on a healthy pessimism about the possibil- 
ities of human nature. He should know fairly 
well what may be expected of a man. 
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I think you will recognize in the above 
quotation many of the qualities which the 
accounting profession must have for its 
future leaders. If education can provide ys 
with more of those qualities, I am sure 
that the profession will rise to the occasion 
and provide the further training necessary 
to use them to the fullest advantage, 
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TRAINING FOR AN ACCOUNTING CAREER 


AN EDUCATOR’S VIEW* 


CHARLES T. ZLATKOVICH 
Professor, The Universily of Texas 


the whole convention on which anyone 

here could get up and give a spontane- 
ous paper, it must be the one I am to do— 
“An Educator’s View of Training for an 
Accounting Career.”’ I expect and sincerely 
hope that at various times I say some 
things with which you disagree. 

You are entitled to some explanation of 
why, out of an Association full of educa- 
tors, | happen to be here at this moment to 
deal with this topic. Evidently it was de- 
cided to round out the discussion of train- 
ing for an accounting career by scheduling 
an educator. Dean Norwood Geis, who 
was orginally scheduled for this slot, is 
Chairman of your Association’s Task 
Committee on Professional Education. 
When developments prevented his making 
the scheduled appearance, a substitute 
from the committee was chosen, When 
contacted about this in late June, I was 
2,000 miles away from home. Next time I 
leave I will either go farther or be quieter 
as to where I am headed. 

Now all of this may imply that you are 
to hear some kind of official report of what 
the Task Committee on Professional Edu- 
cation has been doing. That is not quite 
the case because the committee’s agenda is 
so broad and some of the items it has under 
consideration are so controversial, it is far 
from ready to deliver a final report. I will 
endeavor to tell you something of what the 
committee is doing but must emphasize 
when doing so that, while some of the ma- 
terial may come from the committee’s 
work, any stands taken or views expressed 


I’ there is one topic on the program of 


* This paper was presented at the 1957 Convention 
of the American Accounting Association, University of 
Wisconsin, Madison, on August 28, 1957. 


193 


are personal. For six other points of view, 
just contact any of the other six members 
of the committee. 

I would like to concentrate attention on 
three main areas and in this order. 

1. A report of some of the problems the Com- 
mittee on Professional Education has under con- 
sideration. These include (a) the fifth year of 
study and the kind of degree to be conferrred upon 
its completion, (b) the problem of the professional 
school and (c) what will the curriculum include 
regardless of whether a professional school or an 
accounting department offers the work. 

2. The influence of the CPA examination as to 
what courses students take and the closely related 
problem of getting students planning to enter ac- 
counting employment in fields other than public 
accounting to take courses more consistent with 
their career objectives. 

3. The rather mediocre selling job accounting 
appears to be doing in attracting major students. 


We Live in a Special Age 


People have long been fond of thinking 
and saying they live in a special age. Each 
generation fancies itself beset with prob- 
lems of a magnitude and difficulty the 
oldsters of the past did not face and could 
not have solved. Many of us like to say 
condescendingly what an easy and simple 
time of it the oldsters had. Yet it does seem 
to me that in a very real sense this is a 
special age for accounting education. 
Rapid and important changes are upon us. 
The pace of demands on accountants has 
markedly quickened. Let’s be specific 
about this. 

We have in less than a decade seen an 
unprecendented rise in the demand for ac- 
countants’ services, both of the traditional 
variety and of new and complex types. 
This has caused recruitment of accounting 
trained students to be greatly accelerated 
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and has created demands not only for more master’s requirements as high grade prerequisites thin! 
students, but also for better trained ones. "4 Standards, theses, etc., if it attempts to confer will 
We have witnessed what I sense has been a * ™#S*t’s degree. Com 
largely favorable reception to the report of On the other hand you can argue for a certi 
the Commission on Standards of Educa- master’s degree on these grounds: fessi 
tion and Experience for CPAs. This report 1. Traditionally we have conferred a bachelor’s indu 
will probably exert a tremendous influence degree on accounting majors at the end of four no 
on accounting education and the profes- years and a master’s degree at end of five years. coul 
sion in the near future. We have seen the 5° also do most other fields. aspi 
development of the electronic computer as the fourth and fifth ano’ 
: ; year are of such complexity; graduate credit is 
a business and accounting tool. Few per- conferred for equivalent work for other degrees, care 
sons seem to know just where this new tool why not for an accounting degree? trail 
and its companion—integrated data proc- 3. Parents who provide an extra year of ous! 
essing—will take us. We have seen the es- mancial support expect that some degree beyond § wig 
tablishment of a few professional schools be: cou 
of accountancy and more of these seem to 4. The equivalent quality of faculty envisioned C 
be on the immediate horizon. We do indeed _ by many who have written on this subject would offe 
find ourselves in dramatic and dynamic im other areas be identified as graduate faculty. sim 
times. We are beset with many new prob- 5. Many schools will not go to a fifth year. tior 
to A master’s will differentiate between the 5-year 
going and 4-year program graduate. gon 
work out the answers. 6. Public accounting and industrial employers tha 
Work of Committee on Professional Edu- 
cation by paying the latter a premium entrance salary. thi 
Your Committee on Professional Edu- They do not pay equivalent premiums for a pe 
cation is attempting to come to grips with bachelor’s degree plus one or two extra semesters re 
some of these problems. You will recall cal 
that the report of the Commission on There is a further question of whether wn 
Standards of Education and Experience the terminal degree, bachelor’s or master’s, ot 
affirms college graduation as an entrance should be specifically labeled a degree in tie 


prerequisite for the CPA of tomorrow. It accountancy or in business administra- tes 
goes farther and calls for establishment of tion, in public accounting or in industrial 


professional academic programs which go accounting. Differentiating this terminal - 
beyond the traditional four years. It is degree from other degrees seems important. go 
interesting to consider what kind of degree et] 


should be conferred at the end of a fifth What Does the Professional School Teach? =| 


sel 
year. Impliedly the traditional BBA or The tne: weeatlad| willl be 
B.S. in Commerce is to be conferred upon the problem of the professional school of -) im 
completion of a four-year preparatory accounting and where it fits in the overall || co 
curriculum. One can develop some inter- structure of a college or university. With- co 
esting arguments as to the kind of degree ,.¢ going into all of the arguments that sh 
which should be conferred at end of the (an be raised for or against a separate . 
professional fifth year. You can make a school, within or without the college of ‘i 
case for a bachelor’s degree because: business, let us assume that professional 


1. Law and, to some extent, engineering, schools do come into being in some quan- | Tr 
architecture, and pharmacy now have such tity. Are these schools to turn out future C 
lengthy curricula it takes more than four years to ublic accountants and neglect the embryo 
complete them. P eg 


have difficulty staying free of such traditional Probably not, but if the schools flourish,I § 


2. An accounting department or school will ‘J2GuStrlal or governmen accountant! | 


ites 


think it is safe to say that, in part, they 
will owe their existence to the influence of a 
Commission concerned with the CPA 
certificate and the public accounting pro- 
fession. What happens to the would-be 
industrial or non-public accountant? I see 
no reason why the professional school 
could not have two curricula—one for 
aspirants to a public accounting career— 
another for aspirants to other accounting 
careers. Its function is to make a specially 
trained man of a student who has previ- 
ously had a fairly broad education, but 
who is reasonably well grounded in ac- 
counting and other business subjects. 

Of course the nature of any curriculum 
offered by a professional school or offered 
simply as a fifth year of work in a tradi- 
tional set-up depends largely on what has 
gone before. Up to a certain point I think 
that aspirants for any accounting career 
do well to take a common core of account- 
ing courses. In fact at the lower levels 
this is essential. Beyond elementary ac- 
counting, this common core would include 
three semesters of what is frequently 
called “financial accounting,’”’ i.e., inter- 
mediate and advanced, one semester each 
of cost accounting and taxes, and a semes- 
ter of auditing or systems. After this pla- 
teau has been reached, specialization is 
practical. For the public accounting train- 
ee, additional work in auditing, taxes, 
governmental accounting, professional 
ethics and practice administration, theory 
seminars, CPA law subjects and CPA 
problem courses seem desirable. For the 
industrial accounting aspirant additional 
courses in systems and data processing, 
cost accounting, budgeting and controller- 
ship, a basic course in auditing and an 
intermediate course in statistics seem de- 
sirable. 


The Influence of the CPA Examination on 
Curricula 


Let us turn attention away from what a 
curriculum ought to include—a highly 
subjective topic—and take up the matter 
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of the influence of the CPA examination 
on what accounting courses are popular in 
those situations where the student has 
freedom of choice. 

Let me begin by saying that I think the 
CPA certificate and the CPA examination 
are both fine things. I am not going to as- 
sail either of them. Several times I have 
participated in the grading of the exam, 
know something of its makeup and have 
much admiration for the way the exam is 
handled. As an entrance mechanism to 
public accounting the examination has 
been about what it should be. However, I 
think the CPA examination wields a fan- 
tastic influence that was not intended and 
that in some cases is downright inimical to 
the best interests of many accounting 
majors. On that note most of you know 
what I am about to say. You have all seen 
what is happening. 

Nearly every accounting major includ- 
ing the ones who have no intention of en- 
tering public accounting aspire to receive 
the CPA certificate. Let’s take the case of 
the typical student who plans to enter in- 
dustrial accounting. His choice of elective 
courses both on an undergraduate and 
graduate level seems to be based largely 
on the factor of whether a particular 
course will help him pass the CPA ex- 
amination. If he thinks or he’s heard that 
It will help him pass, he takes the course; 
if not, he may well skip it if it is not a 
basic degree requirement. 

One consequence of this practice is that 
many students who have every expecta- 
tion of seeking a career in fields other than 
public accounting do not take some courses 
that would be very beneficial to them. In- 
stead of concentrating on additional 
courses in management, finance, statistics, 
cost accounting, budgeting and controller- 
ship they take courses in governmental 
accounting, “CPA this and that,” plus 
additional auditing and taxes. Anyone 
here who has advised students to take 
courses in line with their career objectives 
instead of courses which may help them 
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pass the CPA examination knows the 
meaning of the term “‘fierce resistance.” 


What Can Be Done? 


In view of the increased attention being 
paid by the public accounting profession 
to managerial service engagements one 
can argue that really the public account- 
ant of tomorrow must be both what he has 
been in the past plus having a training and 
viewpoint similar to that of an industrial 
or managerial accountant. This argument 
seems to have some validity. If it does, it 
would follow that the character of the 
CPA examination ought to continue to 
change and the pace of change should 
perhaps be accelerated. The emphasis of 
some questions could be shifted; the ex- 
amination could be lengthened to include 
added subjects; or these subjects could be 
added and the time allotted to traditional 
subjects could be reduced. Of course the 
examination would still place heavy em- 
phasis on traditional subjects such as 
auditing, commercial law, governmental 
accounting, taxes, and various financial, 
cost, and fiduciary accounting material. 
However, it might also emphasize statis- 
tical analysis, economics and economic in- 
dicators, managerial policy, controller- 
ship, budgetary and cost analysis and the 
like. I would like to see such changes occur. 
It is recognized there could be some legal 
impediments to such changes, but these 
are not insurmountable. 


An Alternative Proposal 


An alternative proposal which has seen 
the light of day briefly, sporadically, and 
not recently, so far as I know, is to provide 
an alternate goal for accountants. This 
goal would be similar in some respects to 
the CPA certificate. It would involve an 
examination with emphasis on economics, 
managerial subjects, financial accounting, 
statistics, cost accounting, budgeting, and 
controllership. There would be a uniform 
national examination much like the CPA, 
CLU, or CPCU examinations. A success- 


The Accounting Review 


ful candidate would be awarded a designa- 
tion, the initials of which could be placed 
behind his name in the same fashion as js 
now done by CPAs, doctors who hold 
special designations, and the CLUs and 
CPCUs. 

To have the greatest prestige, such an 
examination would need to be adminis- 
tered by a national society or association 
of some combination of organizations. The 
Controllers Institute or National Associa- 
tion of Accountants (formerly NACA) are 
two existing organizations which could as- 
sume responsibility for the preparation, 
administration, and grading of the exami- 
nations. Like the CPA examination, it 
could be set up on a self-sustaining basis, 
Like the CLU examination, the coopera- 
tion of colleges in giving the examinations 
would be necessary at least at first. The 
plan would not involve eligibility for mem- 
bership in whatever organization saw fit 
to sponsor it. 

It is obvious there are some drawbacks 
and difficulties inherent in such a plan. In 
its early years many mistakes and hard- 
ships are quite likely to be encountered. 
Few things that are worthwhile are easy. 
Possibly this idea is not worthwhile. It is 
supposed to have been under serious con- 
sideration by one national organization a 
few years ago and I understand it was 
dropped. In any event I think it an appro- 
priate subject for a group such as this to 
consider. 

I am hopeful that something will de- 
velop which will minimize or counteract 


what I regard as the present distorting - 


effect of the CPA examination on the 
study efforts of accounting students who 
have no intention of entering the public 
accounting profession. 

It is significant to note that the public 
accounting profession has acted boldly 
and effectively in taking action leading to 
the publication of the Report of the Com- 
mission on Standards and Experience for 
the CPA. I know of no counterpart com- 
mission whose primary concern is account- 
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ing in other areas which is at work or which 
is even contemplated. 


Accounting Needs to Be Sold More Ag- 
gressively 

We frequently hear complaints that ac- 
counting is not attracting a sufficient num- 
ber of major students and that accounting 
isnot getting its fair share of students with 
the greatest potential. This would be diffi- 
cult to prove and yet a somewhat limited 
study made on our own campus shows 
there is some evidence that this second 
contention is true. Last year, for the first 
time, The University of Texas required all 
entering freshmen and certain transfer 
students to take admission tests. These 
were typical general aptitude examina- 
tions yielding scores on verbal and numer- 
ical ability. The median composite score 
was 82 for a large block of persons tested 
and admitted. This figure of 82 would be a 
fairly representative median against which 
to compare other medians which will now 
be recited. The top 3% made 120 or higher, 
the bottom 4% made 54 or lower. 

Students taking the tests were asked to 
indicate the occupations for which they 
planned to study. Now bear in mind that 
many of these people who actually enter 
the University do not finish, that many of 
them change their majors one or more 
times, and of course there is always the 
possibility that the test does not have 
high validity though there is good reason 
to believe this was a good test.! Students 
who chose accounting (about 3% of those 
expressing a career choice) made a fairly 
high numerical score and a fairly low 
verbal score with the result that their 
median was 75 (compared with an over-all 
median of 82). On the other hand the 
median for would-be lawyers was 85, en- 
gineers 86, doctors 87. As a further basis 


‘It has been pretty well validated by scores achieved 
by successful freshmen already in the University and by 
a good correlation with high school rankings. 
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of comparison, whereas 3% chose account- 
ing, 22% chose engineering, 9% chose 
medicine and 6% chose law. 

Certainly accountants and accounting 
have much to be proud of. Yet it seems to 
me that accounting has not been sold very 
aggressively or effectively. I am afraid 
that when it comes to glamorizing and 
highlighting the desirable aspects of a 
professional career, a good many other 
fields have done a better job of selling. 
Engineering, medicine, and law seem to 
have outstripped us in this respect. I have 
observed a sizeable number of accounting 
majors who have entered law school after 
receiving a bachelor’s or master’s degree in 
business. Nearly all of these students plan 
to enter tax practice. Within one or two 
semesters after entering law school many 
of them have been “brainwashed.” They 
are no longer accountants; they seem quite 
anxious to project law into the foreground 
and accounting into the background. Al- 
most without exception they intend to 
practice in the tax field as attorneys rather 
than as accountants. It makes me wonder 
whether we are too modest in selling ac- 
counting and whether we fail to dramatize 
and glamorize it sufficiently. 

By way of conclusion of a discourse on 
some diverse views of an accounting edu- 
cator, let me return to the theme that in 
the years ahead we accounting educators 
face a variety of difficult and challenging 
problems. It has been predicted that ten 
years from now we will be engulfed in an 
ever-increasing enrollment. We are al- 
ready beset with the problems of training 
young people to live in a world full of new 
problems and new working tools such as 
computers. We have been challenged to 
make drastic revisions in our curriculum 
and teaching methods. Before I sound any 
more like a commencement speaker with 
his usual emphasis on challenges of the 
future, let me do what audiences usually 
wish commencement speakers would do— 
quit talking. 
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THE COMMISSION’S LONG RUN GOALS* 


WALTER G. KELL 
Associate Professor, Syracuse University 


port of the Commission on Standards 

of Education and Experience for 
Certified Public Accountants has stimu- 
lated a tremendous amount of interest and 
discussion among practitioners, educators, 
and others. The report has been the sub- 
ject of numerous articles and has appeared 
on the agenda of many state and national 
accounting association meetings. The po- 
tential impact of the report on collegiate 
accounting instruction and a desire to 
permit an exchange of ideas concerning 
the report which have arisen during the 
past year presumably underlies the deci- 
sion to reconsider the report at this round 
table. 

In an effort to provide a springboard for 
the discussion period, a questionnaire was 
sent to the accounting department chair- 
men of approximately 80 collegiate schools 
of business administration. 57 replies 
(70%) were received. The sample was 
limited to department chairmen for sev- 
eral reasons. It seemed reasonable to ex- 
pect that the opinions, interpretations, 
and expectations of the chairmen concern- 
ing the report would be of interest to ac- 
counting teachers and individuals closely 
associated with accounting education. Ac- 
counting chairmen will undoubtedly play 
an important role in the ultimate accept- 
ance of the report by educational institu- 
tions and in the implementation of the 
educational goals. Moreover, it seemed 
logical to believe that department chair- 
men, through the very nature of their 


Se its publication in 1956, the Re- 


* This paper is based on material presented at Round 
Table No. 3, “Reconsideration of the Report on the 


Commission on Standards of Education and Experience 
for Certified Public Accountants,” at the Annual Meet- 
ing of the American Accounting Association, University 
of Wisconsin, August 28, 1957. 
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duties and responsibilities, must have 
given serious consideration to the report 
during the past year. 

In the questionnaire, attention was di- 
rected entirely on the long run recommen- 
dations which are (1) college graduation, 
(2) a qualifying examination, (3) a pro- 
fessional academic program, (4) an intern- 
ship period, and (5) a uniform C.P.A. ex. 
amination. Each question was related 
either to an evaluation of the specific 
recommendations of the report or to the 
implementation of the long run educa- 
tional goals. Every effort was made in the 
questionnaire to avoid personal bias and 
space was provided after each question 
for personal opinions and comments. 

The purpose of this paper is to summa- 
rize the answers to the questionnaire and to 
interpret its results. 


COLLEGE GRADUATION 


The Commission regards a college pro- 
gram culminating in a baccalaureate de- 
gree as a necessary preliminary to further 
educational training for practicing public 
accounting as a C.P.A. The report does 
not specify the content of the four year 
undergraduate program but it does recog- 
nize that the educational training for 
certified public accountants should in- 
clude a substantial amount of cultural and 
general courses as well as the study of ac- 
counting, commercial law, finance, and 
other related areas of business. Moreover, 
graduation from a collegiate school of 
business is not required, but the report 
does stipulate that the prospective C.P.A. 
must either be an undergraduate account- 
ing major or obtain the equivalent thereof 
subsequent to graduation. 

Overwhelming support was given the 
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Commission on these recommendations. 
86 per cent of the department chairmen 
regarded a baccalaureate degree as nec- 
essary and 84 per cent concurred in the 
prerequisite of an accounting major or its 
equivalent. 

The term “accounting major” is not de- 
fined in the report. As indicated by the 
Task Committee on Standards of Account- 
ing Instruction of the American Account- 
Ing Association at least 24 semester hours 
of qualitative work in accounting are 
needed for an adequate major in account- 
ing! In addition, the Standards Rating 
Committee of this association specifies 
that the 24 hours of accounting include ac- 
counting principles, cost accounting and 
cost analysis, auditing principles and pro- 
cedures, and income taxation.’ In the ab- 
sence of any statement to the contrary it 
appears reasonable to conclude that the 
Commission accepts the usual connotation 
of the term. Moreover, it seems logical to 
believe that the chairmen based their 
opinion of this recommendation on the 
generally accepted meaning of an account- 
ing major. 

Since the typical undergraduate ac- 
counting program contains 126 semester 
hours for graduation and consists of 50 
per cent in liberal arts, 25 per cent in 
business, and 25 per cent in accounting, 
existing programs in collegiate schools of 
business comply fully with the recommen- 
dations for college graduation and an ac- 
counting major.’ 


A QUALIFYING EXAMINATION 


In recognition of the fact that there 
may be important differences in the intel- 


Report of Task Committee on Standards of Ac- 
counting Instruction, Undergraduate Curriculum, 
am, Tue Accountinc Review, January, 1956, p. 


* Report of Standards Rating Committee, Tae Ac- 
COUNTING REviEw, January, 1954, p. 43. 

cit., THE ACCOUNTING REVIEW, January, 1956, 
Pp. 43. 
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lectual capacity of individual graduates 
and in the quality of undergraduate pro- 
grams of individual institutions, the Com- 
mission recommends a qualifying examina- 
tion prior to undertaking professional 
training. They suggest a nationwide ex- 
amination that will measure a graduate’s 
intellectual capacity, his academic achieve- 
ments, and his aptitude for public account- 
ancy. It is intended that the examination 
will be used by educational institutions as 
an aid in selecting students who can rea- 
sonably be expected to benefit from profes- 
sional training in accounting. 

Twelve per cent regarded a quzlifying 
examination as necessary, 73 per cent be- 
lieved such a screening tool would be de- 
sirable, and 15 per cent viewed the exami- 
nation as unnecessary. Respondents were 
also asked whether their schools would ac- 
cept a qualifying examination as a crite- 
rion for admittance to a post-graduate pro- 
gram. Sixty per cent indicated probable 
acceptance, 24 per cent non-acceptance, 
and 16 per cent were unable to express an 
informed opinion. 

A number of respondents who antici- 
pated probable acceptance did so on the 
assumption that the qualifying examina- 
tion would not be the sole criterion for ad- 
mission. This assumption appears to re- 
flect the intent of the Commission since 
the report indicates that the examination 
is not to be a “pass or fail” type test and 
that the primary purpose of the examina- 
tion is to assist institutions in selecting in- 
dividuals for the professional program. 


A PROFESSIONAL ACADEMIC PROGRAM 


The development of a professional post- 
graduate program represents the central 
core of the long-run educational require- 
ments. The proposal for such a program is 
predicated on the premise that while the 
four year undergraduate program in busi- 
ness administration provides training in 
general and cultural courses, in important 
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core courses in business, and in one or 
more areas of specialization, such pro- 
grams are not usually directed toward 
preparation for a particular profession and 
moreover there is insufficient time avail- 
able for comprehensive training in a tech- 
nical subject such as accounting. 
Seventy-three per cent of the depart- 
ment chairmen agreed on the need for a 
fifth year of formal education for certified 
public accountants. In support of their 
position these respondents were asked to 
indicate the deficiency or deficiencies of 
present four year graduates. As revealed 
in Table 1, technical training in account- 
ing and general and cultural training were 
cited as the principal shortcomings al- 
though inadequate training in business 
was also regarded as significant. Oral and 
written communication was mentioned 
most frequently in the “other” category. 


TABLE 1 


QUESTIONNAIRE SUMMARY 
DEFICIENCIES OF FouR YEAR GRADUATES 


Replies % 

Technical Training in Accounting. 27 35 
General and Cultural Training.... 24 30 
Training in General Business...... 19 24 
78 100 


In the light of these deficiencies, the 
chairmen were asked to comment on the 
general content of the over-all 5 year pro- 
gram. Seventy-five per cent regarded the 
five years of formal education to be com- 
posed essentially of 3 years of business and 
accounting and 2 years of liberal arts, and 
only 14 per cent believed the overall pro- 
gram would consist of 3 years of liberal 
arts and 2 years of business and account- 
ing. Thus the chairmen apparently feel 
that a professional academic program will 
add 1 year of business and accounting 
to the typical undergraduate curriculum 
which contains 2 years of liberal arts and 
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2 years of business and accounting. At the 
same time, the foregoing results appear to 
dispel rather conclusively any contention 
that the recommendations of the Com. 
mission add a full year of liberal arts to the 
educational training of certified public ac. 
countants. 

It seems reasonable to expect that the 
additional year of business and accounting 
will eliminate many of the deficiencies of 
baccalaureate degree graduates in these 
areas, but it may be asked: How will the 
existing deficiency in liberal arts training 
be overcome? In the opinion of the writer 
this can be accomplished by improving the 
quality of undergraduate liberal arts 
training and by placing a higher premium 
on oral and written communication in 
business and accounting courses. 


Organizational Structure 


The Commission suggests the establish- 
ment of professional post-graduate ac- 
counting programs within the framework 
of collegiate schools of business adminis- 
tration which will be comparable in ap- 
proach and objectives to those of profes- 
sional schools developed in other fields. 
They propose a new program with class- 
room materials drawn from public prac- 
tice, with faculties experienced in public 
accounting and maintaining close contact 
with changes in the profession, and with 
students directly and specifically inter- 
ested in preparing for a career in public ac- 
countancy as a C.P.A. 

Eighty-seven per cent of the respond- 


ents expressed the belief that a profes-- 


sional program can be implemented within 
the framework of schools of business ad- 
ministration. Respondents reflecting a 
contrary view cited administrative difi- 
culties and too specialized a program to 
support their position. 

An important corollary consideration in 
this connection is the meaning of the term 
“professional school.” As indicated in 
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Table 2 a substantial majority of depart- 
ment chairmen regarded this term as 
connoting a separate school similar to a 
college or school of law which is headed by 
a dean who reports directly to the presi- 
dent of the university. 


TABLE 2 


QUESTIONNAIRE SUMMARY 
MEANING OF THE TERM “PROFESSIONAL SCHOOL” 


Replies %G 


Do you regard a professional school as 

1, a separate school similar to a col- 

lege of law which is headed by a 

dean who reports directly to the 

2. a school within the school of busi- 

ness administration headed by a di- 

rector who reports to the dean of 

the business school.............. 16 28 
3. a department or division within the 

school of business administration 

headed by a chairman who reports 


to the dean of the business school. 11 19 
57 100 


In the opinion of the writer, the major- 
ity view reflects the generally accepted 
meaning of a professional school. A pos- 
sible explanation as to the lack of stronger 
support for this meaning lies in the fact 
that some respondents apparently did not 
base their answers solely on terminology. 
Instead they related the question to the 
organizational structure of professional 
schools of accountancy and they indicated 
that such schools would be within schools 
of business initially (alternatives 2 and 3) 
but eventually would be a separate school 
(alternative 1). 

The foregoing demonstrates clearly the 
importance of distinguishing between a 
professional academic program and a 
professional school. The terms are not 
synonymous. The former is a distinctive 
type of educational training; the latter is 
an organizational unit of an educational 
institution. A professional school inevi- 
tably requires a professional academic 
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program but a professional program does 
not necessarily require a_ professional 
school. The Commission proposes a pro- 
fessional academic program; it does not 
recommend a professional school. In fact, 
by specifying the establishment of the 
program within schools of business ad- 
ministration it rejects a professional school, 
at least in the generally accepted meaning 
of the term. Throughout the report the 
term professional academic program is 
used; the sole reference to a professional 
school is that the professional program 
should be comparable in approach and 
objectives to professional schools in other 
fields. 

The glamour and prestige of a profes- 
sional school of accountancy exerts a 
powerful influence and it may well be that 
the report may eventually lead to such a 
development. Nevertheless, the establish- 
ment of a professional school is not in- 
herent in, nor required by, the Com- 
mission report. It is conceivable that the 
failure to recommend a professional school 
may be viewed as a weakness of the re- 
port, but in my opinion the position of the 
Commission deserves complete endorse- 
ment. The type of training is infinitely 
more important than the organizational 
structure in which it is implemented. 


Readjustment in Undergraduate Programs 


As professional programs are developed 
the Commission anticipates some adjust- 
ment in baccalaureate programs and sug- 
gests that undergraduate accounting cur- 
ricula be limited to basic courses in 
principles, leaving the specialized and pro- 
fessional aspects of preparation for public 
accountancy to the post-graduate pro- 
gram. This recommendation raises a 
number of questions: (1) What are the 
basic courses in principles? (2) Will these 
courses meet the requirements of an under- 
graduate accounting major which has pre- 
viously been regarded by the Commission 
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as a prerequisite for professional training? 
(3) Will courses in basic principles provide 
adequate background for professional 
training in accounting? 

The Standards Rating Commission of 
the American Accounting Association de- 
fines the basic courses in principles as ele- 
mentary, intermediate, and advanced ac- 
counting.‘ In the typical undergraduate 
program these courses constitute a total of 
15 semester hours.® Eighty-four per cent of 
the departmental chairmen indicated that 
these courses would not meet the require- 
ments of an undergraduate major in ac- 
counting at their universities and 88 per 
cent were of the opinion that such courses 
would not provide adequate background 
for professional study in accounting. In 
order to obtain a satisfactory background 
the respondents believed that courses in 
auditing, income taxes, and cost account- 
ing should be retained in the undergrad- 
uate program. In essence these answers re- 
affirm the need for an undergraduate major 
in accounting. This would require the re- 
tention of 24 hours of accounting in the 
undergraduate program and would result 
only in the deferral of accounting electives 
such as systems, governmental, and C.P.A. 
problems to the fifth year. 


Curriculum 


The Commission does not make detailed 
recommendations as to the specific content 
of the professional program but defers this 
task to the individual educational institu- 
tion in cooperation with accrediting agen- 
cies and professional societies. It suggests, 
however, that the program include such 
areas of study as oral and written com- 
munication, auditing and other phases of 
public accounting practice, accounting 
principles and their application, business 


* Op. cit., THe AccouNTING REvieEw, January 1954, 
44 


p. 44. 
5 Op. cit., Tae ACCOUNTING REviEw, January 1956, 
p. 41. 
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policy, and related areas of study. Ninety. 
three per cent of the respondents gave ap. 
proval to these areas of study. 

What type of training is being proposed 
here? Is the Commission seeking only a 
better trained accounting technician? Js 
the proposed curriculum compatible with 
a master’s degree program? Seventy-five 
per cent of the accounting department 
chairmen indicated that the areas of study 
were consistent with a quality master’s 
degree program. Moreover, an analysis of 
the proposed curriculum reveals that the 
professional program will produce a grad- 
uate who is better trained in business as 
well as in accounting. Thus, the program 
appears to be fully in accord with the 
recommendations of the Standards Rating 
Committee of the American Accounting 
Association to the effect that master’s 
degree programs in accounting should 
broaden the scope of the student’s ac- 
counting, general business, and economic 
knowledge as well as providing for greater 
concentration in accounting.* Presumably 
some or all of these factors underlie the 
conclusion of 60 per cent of the respond- 
ents that a professional program can be 
developed within master’s degree pro- 
grams. 

This is not to say that existing master’s 
degree programs constitute professional 
programs. The Commission, in fact, specifi- 
cally rejects existing master’s degree pro- 
grams. In the opinion of the writer, how- 
ever, the foregoing results of the question- 
naire suggest that the proposed prereq- 


uisites, objectives, course content, and 


method of instruction of the professional 
accounting programs are entirely compati- 
ble with a quality master’s degree program. 
Moreover, it is believed that the develop- 
ment of professional programs can be ac- 
complished sooner and with less difficulty 


cit, Tae Accountinc REview, January 1954, 
p. 44, 
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through the improvement of existing mas- 
ter’s degree programs. 

This approach will involve at least 3 
steps: (1) a review of existing graduate 
courses, particularly those in accounting, 
in the light of the Commission’s recom- 
mendations with subsequent modification 
in scope, content, and method of instruc- 
tion where necessary to make such courses 
conform more closely to a professional 
program, (2) the addition of accounting 
and related areas of business to the grad- 
uate curriculum where existing courses do 
not permit coverage of the proposed areas 
of study, and (3) an improvement in 
counseling procedures which will result in 
well-balanced graduate programs rather 
than over-specialization in accounting. 

In an effort to obtain some idea as to 
the content of a professional program, the 
questionnaire asked respondents to indi- 
cate the minimum and maximum hours 
they would allocate to accounting under a 
30 semester hour post-graduate program. 
As indicated in Table 3, the minimum 
hours ranged from 9 to more than 18, and 
the maximum hours ranged from 15 to 
more than 21. On an average basis, the 
minimum was 12 and the maximum was 
18. Projecting these results to the balance 
of the 30 hour program, 40-60 per cent of 
the hours would be taken in related areas 
of business and economics. 


Accreditation of Professional Academic 
Programs 


In order to have effective training for 
public accountancy, the Commission be- 
lieves that a system of accreditation of the 
proposed professional programs is needed. 
To accomplish this task, the Commission 
suggests the establishment on a nationwide 
basis of a new organization which will 
operate independently of any accounting 
organizations and will reflect the view- 
points of both educators and practitioners. 
Ninety per cent of the department 
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QUESTIONNAIRE SUMMARY 
ALLOcaTION oF 30 Hour Procram TO ACCOUNTING 


Replies Replies 
9 4 12 0 
12 19 15 7 
15 10 18 21 
18 11 21 14 
Over 18 6 Over 21 8 
50 50 


chairmen agreed in the need for the ac- 
creditation of the professional programs 
but 60 per cent did not believe that a new 
organization was necessary to establish an 
effective system of accreditation. Thus, the 
majority apparently believe existing re- 
gional accrediting agencies will be able to 
accomplish the desired accreditation of the 
professional program. 


AN INTERNSHIP PROGRAM 


The Commission recommends that an 
internship of at least three months during 
the period of December—April be included 
as part of the formal education of an indi- 
vidual interested in a career in public ac- 
countancy. In recognition of the many 
practical problems involved in implement- 
ing this recommendation, the Commission 
indicates that under present conditions 
internships should be established on a 
voluntary basis but in the long run they 
hope internships will become a general re- 
quirement. 

Accounting department chairmen were 
asked two questions concerning this pro- 
posal: (1) Do you regard an internship as 
necessary in the over-all 5 year program? 
and (2) Do you concur in the specific 
recommendation of a 3 months’ internship 
during the months of December—April? 
Sixty per cent of the respondents did not 
regard an internship as necessary but a 
significant number (almost 50%) of those 
who answered in the negative commented 
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that an internship would be desirable. In 
reply to the second question, 66 per cent 
did not concur in the specific recommenda- 
tion of the Commission. The principal 
reasons cited were the difficulty of semes- 
ter schools to integrate an internship pro- 
gram with the academic calendar with 
consequent adverse effect on academic 
performance, and the inability of public 
accounting firms to give adequate supervi- 
sion and training to interns during this 
busy time period. Some respondents also 
questioned the length of the internship 
and several proposed summer internships 
between the fourth and fifth year. 

While the foregoing indicates non-ac- 
ceptance of an internship program as a 
general requirement in the long run, the 
results suggest that the accounting de- 
partment chairmen would accept intern- 
ships on a voluntary basis. 


THE UNIFORM C.P.A. EXAMINATION 


As professional academic programs are 
developed, the Commission recommends 
that individuals be admitted to the C.P.A. 
examination upon completion of such pro- 
grams and that successful candidates be 
awarded the certificate before obtaining 
practical experience. 

The shift in timing of the C.P.A. ex- 
amination is based on the belief that the 
examination is primarily academic in na- 
ture and therefore should be viewed as a 
measure of academic accomplishment rath- 
er than an indication of the ability of an 
experienced accountant. Ninety-seven per 
cent of the accounting department chair- 
men endorsed the proposal to allow grad- 
uates of professional programs to take all 
parts of the C.P.A. examination. 

The issue of the certificate before ob- 
taining practical experience represents a 
shift in the meaning of the certificate from 
a mark of competence in the practice of 
public accounting to a stamp of approval 
on an individual entering the profession. 
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This proposal has not only been vigorously 
opposed by practitioners but is responsible 
for the statements of dissent to the report 
by four members of the Commission, Ac. 
counting department chairmen were ap. 
parently unimpressed with opposing argu- 
ments which maintain that the experience 
requirement should be retained and that 
the C.P.A. certificate should continue to 
designate an experienced practicing ac- 
countant since 90 per cent concurred in the 
Commission’s recommendation. 


SUMMARY AND CONCLUSIONS 


The results of the questionnaire reveal 
that a substantial majority of the account- 
ing department chairmen endorse, in prin- 
ciple, the basic long-run recommendations 
pertaining to (a) college graduation, (b) a 
qualifying examination, (c) a professional 
academic program, and (d) a uniform 
C.P.A. examination. In contrast, the chair- 
men do not concur in the proposal for an 
internship program. 

The professional academic program 
represents both the central core of the 
long-run recommendations and the major 


challenge to educational institutions. The | 


consensus among the chairmen concerning 
the implementation of this proposal is as 
follows: 


1. Professional academic programs can be de- 
veloped within the scope of master’s degree 
programs. 

2. The proposed areas of study are compatible 
with a quality master’s degree program. 

3. The proposed professional accounting pr0- 
grams do not require the establishment oi 
professional schools similar to those in law 
and medicine. 

4. Professional study in accounting should be 
based on an undergraduate background oi 
24 hours of accounting which includes basic 


principles, cost, auditing, and income taxa | 


tion. 


5. The professional program adds a year ol | 


business and accounting to the typical 
undergraduate program which results in al 
over-all program of 3 years of business and 
accounting and 2 years of liberal arts. 
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6. The post-graduate program should contain 
a minimum of 12 hours and a maximum of 
18 hours in accounting. 


7. A new organization is not needed to estab- 
lish an effective system of accreditation. 


While it is perhaps premature to judge 
the full impact of the Commission report, 
there appears to be little doubt that the 
shift in emphasis from practical experience 
ioformal academic training in the prepara- 
tion of a C.P.A. will have a significant ef- 
fect on collegiate accounting instruction. 


The implementation of the long run edu- 
cational recommendations will require 
earnest effort and wholehearted coopera- 
tion by educators, accounting organiza- 
tions, state boards of accountancy, and 
practitioners. It is hoped that the tremen- 
dous interest in the report will soon be 
transformed into action which will not 
only result in the advancement of account- 
ing education but will also be in the best 
interests of the accounting profession and 
the general public. 
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THE FACULTY RESIDENCY PROGRAM 


GLEN G. YANKEE 
Miami University 


uary, 1958 Professor Kenneth W. 

Perry reported upon his experiences 
during the summer of 1957 when he held a 
faculty fellowship with a public account- 
ing firm. The faculty residency program is 
growing each year and is an important 
means by which accounting teachers can 
keep abreast of the dynamic profession of 
which they are a part. Professor Perry 
summarized the benefits which he derived 
from the fellowship as follows: 
“Tn addition to acquiring new, or as the case may 
be, broadening old technical knowledge the fellow- 
ship is also an excellent morale builder or ‘interest 
stimulator.’ After teaching for several years and 
then being exposed to the interest and enthusiasm 
of the various staff members, it challenges one 
to want to get back in the classroom and turn out 
the best product he can possibly produce.” p. 126 
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This program is not new nor is the inter- 
est of the American Accounting Associa- 
tion in the program of recent origin. Pre- 
vious to 1955 some attempts had been 
made by the Association to encourage the 
development of a program of faculty fel- 
lowships. In 1955 a separate committee 
was created for the purpose of exploring 
the program and determining the ways in 
which the Association might encourage its 
expansion. That committee established 
procedures for bringing together interested 
faculty members and firms for the purpose 
of arranging such fellowships. During 
1956 a number of fellowships were ar- 
ranged through this channel with the 
chairman of the Committee on Faculty 
Residency, Professor Alton G. Sadler, act- 
ing as coordinator. 

For the year 1957 the committee was 
discontinued but the program was carried 
on with the writer acting as coordinator. 


While the number of fellowships arranged 
by the coordinator diminished consider. 
ably in 1957 the program as a whole con- 
tinued to expand. Apparently more and 
more fellowships are being arranged di- 
rectly between teachers and firms. In 
October of 1956 and 1957 the member 
schools of the American Association of 
Collegiate Schools of Business were asked 
to report upon residencies held by mem- 
bers of their faculties for 1956 and 1957, 
The results of these enquiries are tabu- 
lated below. 

From the correspondence with the chair- 
men of accounting departments of the 
schools contacted the coordinator of the 
program is convinced that there were even 
more fellowships than those reported. 
Some chairmen returned the question- 
naires with the comment that their depart- 
ments did not have any program arranged 
through the Association. This implies that 


fellowships arranged directly were not re- | 
ported. However, from the number of | 


residencies reported it is clear to the coor- 
dinator that the great majority of the 
fellowships reported were arranged di- 
rectly between the teacher, his dean, or 
department chairman and the participat- 
ing company. 

In addition to the fellowships reported 
other activities were reported which have 
not been included in the summary. These 
involved attendance by faculty members 
at such things as the Ford Motor Co. Edu- 
cational Forum, Harvard Business School 
Case Seminar Program, and the IBM 
Seminar at Endicott, New York. 


It is encouraging to note the variety of | 


experience which is available to interested 


teachers. Public accounting firms, several | 
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Types of Organisations 


Residencies Reported Participating 
Rank of Teachers Period of Time 
Total Resi- CPA Inst.and Mfg. and 
6 Months 3-6 Less than dencies Gov’t.* Other 
or Over Months 3 Months 
Reported for 1956: 
1 1 2 
SS 1 4 5 10 2 8 
CS eee 4 2 6 3 3 
Instructors........... 7 7 4 3 
eee 3 3 3 
|. Se 1 19 8 28 9 2 17 
Reported for 1957: 
See 2 6 4 12 4 5 3 
1 11 3 15 9 1 
OS SE 2 8 4 14 6 4 4 
Instructors........... 1 2 1 4 2 1 1 
1 1 1 
| a 6 28 12 46 17 20 9 


* Includes Federal, state, and local governments, and institutional accounting work. 


industrial firms, and Federal government 
agencies have been most cooperative and 
interested in the entire program. During 
1957 the Pennsylvania Institute of Certi- 
fied Public Accountants sponsored a pro- 
gram among its members to encourage the 
development of a faculty residency pro- 
gram within the state of Pennsylvania. 
The experience of the Committee on 
Faculty Residency would indicate that the 
most satisfactory arrangements can be 
made directly between interested faculty 
members and the various firms. The pro- 
gram apparently should be localized with 
participation by deans and department 
chairmen in encouraging their personnel 
to be developed in their local area of the 
United States and in the fields of interest 
best suited to the school and teachers. In 
this manner fellowships can be more easily 
arranged which will be tailored to the 
needs of the particular teacher. Further- 
more, continuing arrangements can be 
made between individual schools and 
firms. At least one school has an agreement 
with an industrial firm that a different 


teacher will spend the summer with the 
firm each year. 

The encouragement of direct contacts 
will not mean that the Association will 
withdraw and let the program take its own 
course. The Committee on Faculty Resi- 
dency will continue to offer the service 
of arranging contacts between qualified 
teachers and companies where satisfactory 
direct contacts are not available. Advice 
can be given to deans and department 
chairmen with respect to companies who 
have indicated an interest in participating 
in faculty fellowships. 

It should be commented that not only 
the national firms of certified public ac- 
countants but also many local firms are 
interested and are participating in the pro- 
gram. A number of firms have indicated 
that they preferred to arrange for a period 
longer than four or six weeks. If a leave of 
absence for a quarter, a semester, or a year 
could be secured these firms would be 
happy to accommodate a qualified teacher. 
The longer the period of residency the more 
benefit to the teacher. 
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For the year 1958 Professor Emerson O. 
Henke of Baylor University will be chair- 
man of the reconstituted Committee on 
Faculty Residency. Correspondence con- 
cerning the program should be directed to 
him. 

It should be remembered that the Amer- 
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ican Accounting Association acts entirely 
in a liaison capacity, through the commit. 
tee, in bringing together interested parties, 
The final selection of teachers to be 
granted fellowships will be made by the 
firm in contact with the teacher involved, 
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TENTATIVE STATEMENT ON GOVERNMENT 
ACCOUNTING 


traditional standards of financial 

administration of governmental 
units. Among the more significant changes 
in concept are (1) greater recognition that 
financial management must be an integral 
part of total management at each level to 
be effective; (2) greater emphasis on the 
inter-relationships of programming, budg- 
eting, accounting and reporting, and (3) 
greater awareness and acceptance of the 
need for variable patterns of accounting 
compatible with assignments of manage- 
rial responsibility and the type of operation 
being conducted. This proposed statement 
is an effort to express in broad terms the 
current accounting and related standards 
of governmental financial administration. 


Res progress has outmoded many 


Budgeting 

Preparation of a budget for a govern- 
mental unit should begin with a determi- 
nation of the work to be done and the ex- 
penses of doing it. Such a cost-based budg- 
et and the cash requirements stemming 
therefrom should be submitted to the legis- 
lative branch as a basis for appropriation 
action. After legislative action, cost-based 
budgets should be used to control work 
being done. 


Funding 


Appropriations and administrative sub- 
divisions thereof should be on the broadest 
possible terms. This limitation on the 
number of appropriations and allotments 
avoids a multiplicity of ‘funding pockets” 
and permits the agency or department to 
choose between available alternatives in 
incurring expenses. Approved operating 
budgets based on work to be done should 
be used in lieu of fund controls in the 
Management of programs. 


Accounting 


Accounting for operations should be 
based on the cost of resources used or con- 
sumed. The accrual basis of accounting 
should be used wherever inventories and 
other prepayments or obligations (encum- 
brances) fluctuate materially from period 
to period. 

Fixed assets acquisitions financed 
through appropriations are to be deducted 
from such appropriations, and are to be 
capitalized as part of the agency’s re- 
sources. Accounting control of all fixed 
assets is required. Depreciation is to be 
provided within the accounting records of 
accurate cost computation whenever end 
product costs are desirable. 


Reporting 

Cost of performance of activities and 
programs and the kinds and amounts of re- 
sources available for financing them must 
be reported. The use and present status of 
appropriated funds also must be reported. 
Reviewing 

The cost-based budget is the standard 
against which the actual costs incurred 
are to be measured. Responsibility for re- 
view, appraisal and action rests on super- 
vision at every level. An independent 
financial examination and review of opera- 
tions should be made. 
1957 Committee on Governmental Ac- 

counting! 


KarRNEY A. BRASFIELD 

R. M. MIKESELL 

D. M. SHONTING 

Davin A. THOMAS 

Howarp W. Wricut, Chairman 

1 The Committee acknowledges the contribution of 


Leo Herbert, a member of the 1956 Committee, to the 
preparation of the initial draft of this statement. 
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TENTATIVE STATEMENT ON GOVERNMENTAL 
ACCOUNTING 


Howarp W. WRIGHT 
Professor, University of Maryland 


OVERNMENTAL entities spend in the 
G neighborhood of one hundred bil- 

lion dollars yearly—almost 25 per 
cent of our national income. Competent 
financial management of these billions 
would seem to be a “must.” However, 
neither our schools nor professional socie- 
ties' have devoted any large segment of 
their efforts toward improvements. 

The accompanying tentative statement 
is an effort by your Association’s Commit- 
tee on Governmental Accounting to stimu- 
late thinking and discussion on financial 
management of governmental bodies and 
the accounting problems arising therefrom. 

For too many years accounting by gov- 
ernmental bodies has been looked on as a 
necessary evil; one whose contribution was 
limited to a historical record of each trans- 
action and to approving obligating (en- 
cumbrance) documents when funds were 
available. Techniques of financial control 
have only recently been used to any ex- 
tent. There are thousands of governmen- 
tal units that are not now using the better 
management methods. 

The years since the close of World War 
IT have brought many significant changes. 
This is not surprising; it merely reflects a 
similar development in industry. An in- 
formed reader will not be startled by the 
thought that financial management is a 
part of total management, nor with the 
thought that the function of management 
must be carried out in varing degrees at 
the several levels of organization. 

The greater use of accounting data in 
planning and control (as distinct from rec- 
ord-keeping) may come as a surprise to 
some familiar only with the more tradi- 


1 Other than those of government employees. 


tional role of accounting in government, 
If the past is prologue we should use past 
data in planning and controlling the fu. 
ture. Certainly such data must be modified 
in light of changed objectives, differing 
circumstances, increased price levels, and 
other identifiable factors. However 
changed, the data are soundly based on 
fact, and each factor causing a change 
must be weighed and substantiated. 
“Greater awareness and acceptance of 
the need for variable patterns of account- 


ing compatible with assignments of man- | 


agerial responsibility and the type of 
operation being conducted” represents a 
maturing of governmental accounting. 
Earlier, budgetary ceilings on available 
cash caused attention to be directed only 


to cash controls, while control of opera- | 
tions and other available resources was | 
minimized or non-existent. Also, cash | 


controls usually were centralized, as was 
the organization’s bookkeeping. This 
caused a rigid account structure which 
failed to recognize differences in functions 
carried on, or responsibilities assigned to 
the several subdivisions of the organiza- 
tion. The greater awareness of the need 
for control of all resources while on hand 


and as placed in use is heartening. How- © 


ever, awareness is by no means complete. 


BUDGETING 


“Preparation of a budget for a govern- 
mental unit should begin with a determi- 
nation of the work to be done and the ex- 
penses of doing it.” This is so obvious as to 
cause a question as to why it need be 


stated at all. Yet until recently the “ask- | 


ing” budgets of many governmental units 


were not correlated with the work to be 7 
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done during the budget year and the ex- 
penses of doing it. Rather, budgets were 
prepared by taking the current year’s rate 
of obligations and adding as large a mar- 
gin as the budget officer thought he could 
slip by the legislative branch. In many 
cases asking budgets were prepared by the 
budget officer only, without knowledge of 
the activities of the sub-units of the organ- 
ization or the costs thereof. Unhappily, 
this is still the way budgets are prepared 
for some units. 

Budget preparation in this manner has 
several weaknesses. 

1. The executive branch never comes to 
grips with the job to be done; it doesn’t 
have to. Hence all work planning and pro- 
gramming is a day-to-day matter based on 
“ig there any money available?” rather 
than being a part of a total integrated plan 
for the year’s (or other period) operation. 
This tends to assure that all appropriated 
funds will be spent, but not in accord with 
a good plan. 

2. Legislative review of an “‘obligation- 
based” budget cannot be as searching as 
that of a cost-based budget. Thus the 
legislature is not able to be specific in es- 
tablishing the work program of the execu- 
tive branch. It is more difficult for the 
legislature to hold the executive account- 
able for performance if the legislative 
authorization is not specific. 

3. The use of past obligations as a point 
of departure in preparing the budget may 
introduce inaccuracies. Past-periods’ ob- 
ligations may have included amounts for 
inventory increases or a lengthening of the 
procurement cycle, one-time events that 
need not be provided for in each year. Nec- 

rily, the converse is true. 

Good financial management requires 
that budget preparation begin with identi- 
fication of.the work to be done in work 
unit terms. ‘These are then costed out as 
operating nses. Necessarily there 
should be much interplay between the 
controller and operating personnei as al- 
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ternatives are proposed and accepted or 
rejected; total asking proposals are scaled 
down to more realistic amounts, and other 
differences are ironed out. 

“Such a cost based budget and the cash 
requirements stemming therefrom should 
be submitted to the legislative branch as a 
basis for appropriation action.” Cash re- 
quirements will normally differ from ex- 
penses to be incurred. However, they are 
easily derived if data required for sound 
financial planning have been developed. 

The wording of the quoted statement 
has considerable significance. The Com- 
mittee is not taking a position that one 
basis of appropriation is better than an- 
other. Traditionally, appropriations are 
authorizations to incur obligations (en- 
cumbrances) and to make disbursements 
in payment thereof. The ‘‘accrued expendi- 
tures’” basis of appropriation action has 
been advocated by many in recent years.* 
Theoretically, appropriations could be 
based on expenses to be incurred, if non- 
cash assets were financed independently. 

Alternative bases are available and are 
used. The important point is not so much 
the terms of appropriation as the amount 
and soundness of data made available to 
the legislative branch. It is not an “either/ 
or” proposition. The legislative branch 
should have, as a basis for appropriation 
action, the executive unit’s work plan, the 
anticipated expenses of doing the work, 
and the expected source of resources re- 
quired to do the work and yet leave the 
unit a “going-concern” at the end of the 
budget period. 


FUNDING 


Appropriations provide the cash re- 


2 “Accrued expenditures” in Federal government 
terminology represent the sum of goods and services 
received in a period; i.e., liabilities incurred. They differ 
from obligations by the amount of change in obligations 
outstanding at the end of one period as compared with 
the prior period. 

* Several bills which would require the Federal 
Government to make iations on this basis have 
been introduced in recent sessions of Congress but have 
not been enacted. 
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sources required to get the work done. Ob- 
viously, appropriations must be controlled. 
However, the work of the governmental 
unit and subdivisions of it should be con- 
trolled through operating budgets which 
authorize the consumption of resources in 
accomplishing authorized tasks. If man- 
agerial effort is devoted to the work load 
the cash requirements generated by the 
workload will be effectively controlled, as 
will all other resources. The danger in fund 
accounting is that controls over appropria- 
tions tend to become the only controls. 
Managerial attention is limited to avail- 
ability of funds, rather than being devoted 
to getting the job done through use of the 
least resources. 

The legislative branch should appro- 
priate in broad terms by programs. The 
legislature should not saddle the executive 
with a multitude of appropriation sub- 
divisions, each of which must be treated 
as a separate appropriation. If the execu- 
tive branch is charged with operating re- 
sponsibility it should be provided a free- 
dom of action, and be held accountable by 
a subsequent legislative review. 

Similarly, administrative subdivisions 
of the appropriations should be minimized. 
One allotment to each separate major 
entity for each appropriation is the desired 
goal. The financial plan of each entity 
should identify the available resources. 
“Cost to be incurred” budgets should be 
used to control the work of the agency’s 
subdivisions. Fund controls and a recon- 
ciliation of available funds and total re- 
sources with operating budgets of the 
component units should be maintained by 
the agency’s controller. 


ACCOUNTING 


The operations of the governmental unit 
dictate the nature of its accounting sys- 
tem. This is just as true in accounting for 
governmental activities as for any other. 
The use of budgetary accounts in govern- 


mental units is not caused by the applica- 
tion of any different set of accounting 
principles. Rather, there is a problem of 
the control of limited resources, and 
budgetary accounts provide the desired 
controls. 

Operating accounts should measure ex- 
penses (resources consumed), in order that 
performance can be compared with the 
operating budget. Focusing management's 
attention on cost will aid in work control; 
otherwise the tendency is to control only 
available cash. A collateral advantage of 
accounting for expenses is that non-cash 
resources must be brought under account- 
ing control. Frequently this is not done 
where only obligations (encumbrances) 
are recorded. 

Expense determination should be 
governed by the same criteria applied in 
any other area. Where inventories, other 
prepayments, or accruals fluctuate from 
period to period accrual accounting is re- 
quired. Where these conditions do not 
exist expenses incurred and _ obligations 
(encumbrances) incurred are substantially 
equal. In such case obligations incurred 
may be used as expenses incurred but 
should always be reported as expenses in 
order to direct management’s attention to 
costs rather than to cash alone. The use of 
the cash basis of accounting for commer- 
cial operations is justified on similar 
grounds. 

In a large, complex organization many 
accounting systems should be used, each 
tailored to the operations of the particular 
segment for which designed. If one or 
more segments is purely a consumer, with- 
out inventories or other items, accrual ac- 
counting is not needed for those segments. 
Other segments engaged in manufactur- 


ing, construction and service activities will | 


have accrual accounting because accurate 
expense determination requires it. Central- 
izing of these activities can eliminate the 
need for inventories and items requiring 
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adjustments for many of the segments, 
thereby simplifying the accounting for such 
segments. 

Control of assets is one of the major con- 
tributions accounting can make to im- 
proved financial management. One of the 
great dangers of fund accounting is that 
tangible resources slip out of control be- 
cause of the preoccupation with cash and 
near-cash resources. This can (and should) 
be avoided by the use of a single general 
ledger in which all resources of the unit are 
kept under general ledger control. As tan- 
gible assets are acquired for future con- 
sumption their cost must be deducted 
from the financing appropriation but the 
cost should be capitalized as a part of the 
unit’s resources. A multiplicity of general 
ledgers, based on one for each allotment, 
is to be avoided because such fragmenta- 
tion is not conducive to control. Where 
several allotments to the same unit cannot 
be avoided, successive allotments merely 
augment the existing resources rather than 
require additional general ledgers. 

Depreciation is significant in accounting 
for profit-making enterprises because of 
the need for matching costs and revenues 
in the determination of periodic net in- 
come. Since governmental units are not 
profit-making enterprises so far as the 
majority of their operations are concerned 
the same reason for measurement of de- 
preciation does not exist and its measure- 
ment would be a mental exercise without 
significance. However, whenever total unit 
costs are desirable, as in a construction 
activity or where prices are to be charged 
for goods or services, depreciation must be 
computed. Such computation must recog- 
nize legislative policy governing pricing. 


REPORTING AND REVIEWING 


The unit should prepare operating re- 
ports of the cost of performing for the 
period and the resources on hand at the 
end of period. These are similar to the 
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profit and loss statement and balance sheet 
of commercial enterprise. Also a “funds 
flow’’ statement (similar to a statement of 
source and application of funds) should be 
prepared to report on the use and current 
status of the appropriation or allotment. 

Reports without review and action are 
sterile. They must be reviewed in light of 
some standard of comparison. The ap- 
proved operating budget is one such stand- 
ard. Reports and analysis thereof can only 
indicate areas of weakness or strength. 
The supervisor must take action if finan- 
cial control is to be effective. Planning, 
programming, budgeting, funding, ac- 
counting, reporting and appraisal are of 
little value if corrective action is lacking 
when needed. 

A independent audit should be made. 
The audit may be performed by a firm of 
independent certified public accountants, 
or by the governmental body’s staff of in- 
ternal auditors. In the latter case the audi- 
tors must be so organizationally located as 
to be in fact independent of the activity 
subject to audit. 


GENERAL 


The standards of accounting for govern- 
mental units do not differ from those of 
other activities; only the methods differ 
where there are different circumstances 
and objectives. ‘The primary function of 
accounting is to accumulate and com- 
municate information essential to an 
understanding of the activities of an enter- 
prise, whether large or small, corporate or 
non-corporate, profit or non-profit, public 
or private.’”* The activities of an enter- 
prise dictate its accounting requirements. 
Ownership is incidental, except that ob- 
jectives of different owners may differ 
thereby requiring different information 
than otherwise. 

4 “Accounting and Reporting Standards for Cor- 
porate Financial Statements and Preceding Statements 


and Supplements,’’ American Accounting Association, 
1957, p. 1, 
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COMMENTS ON THE 1957 REVISION OF COR- 
PORATE ACCOUNTING AND REPORTING 
STANDARDS 


ArtuHur C. KELLEY 
Professor, San Jose State College 


task of revising the 1948 Statement 

of Corporate Accounting Standards 
undoubtedly spent much time and effort 
in making this revision, and the bulk of 
their achievement is to be highly com- 
mended. However, there is one conclusion 
that is most surprising and disappointing, 
and could only cause confusion in the 
minds of the readers of corporate account- 
ing statements. This is the statement with 
regard to Part IV, Income Determination, 
as follows: “Interest charges, income 
taxes, and true profit sharing distributions 
are not determinants of enterprise net in- 
come. 

“In determining net income to share- 
holder, however, interest charges, income 
taxes, profit sharing distribution . . . are 
properly included.” 

The committee by these words has set 
up two concepts of net income: (1) enter- 
prise net income and (2) net income to the 
shareholders. Even if this distinction were 
logical, which is not the case, what on 
earth would be its usefulness to the readers 
of financial statements? The accounting 
profession for years has been attempting 
to sharpen the concept of corporate net 
income, and the all-inclusive income state- 
ment concept as recommended by the 
American Accounting Association has 
achieved considerable acceptance in the 
profession with the exception of a Commit- 
tee of the American Institute of Certified 
Public Accountants which appears to be- 
lieve that material, non-operating gains 
and losses, if shown in the Income State- 
ment in a separate category after the 


Ts 1955 Committee assigned to the 


operating income amount, would somehow 
confuse the reader, and, therefore, the 
Institute Committee recommends that 
these extraordinary gains and losses be 
shown in the Earned Surplus Statement 
and not in the Income Statement. How- 
ever, no evidence has been presented to 
support this belief that net income, as 
determined by the all-inclusive income 
statement concept, would tend to mislead 
and cause confusion in the minds of the 
readers if the items in the income state- 
ment are properly classified. 

The profession is now faced with this 
surprising and really confusing recommen- 
dation of the American Accounting As- 
sociation’s Committee that corporate net 
income should not take into consideration 
interest charges, income taxes or profit- 
sharing distributions. If by the last item is 
meant dividends to the stockholders, of 
course, there is no argument, because divi- 
dends are not a cost of operation. However 
to argue that interest charges and income 
taxes are not costs of carrying on a business 
enterprise and determinants of net income, 
is to propose a concept of corporate net 
income which is illogical, contrary to 
common sense and contrary to universal 
business practice. Taxes, whether levied on 
property or on income, constitute a basic 
cost of carrying on a business, which must 
be paid to the all-powerful sovereignty, 
the State, for the privilege of remaining in 
business. In no true sense is the State a 
partner in the enterprise; it is a sovereign 
demanding periodic payments for the 
privilege of carrying on the activities of 
the corporation. 
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Interest charges likewise are costs of 
borrowing funds needed by the enterprise 
and it is hard to see any useful purpose ac- 
complished by considering interest charges 
as distribution of income to the creditors, 
as some economists view them, instead of 
as cost in determining net income, which is 
the universal business concept. It would 
seem highly desirable for accountants to 
follow business custom and adhere to one 
concept of corporate net income, namely, 
net income to the shareholders. 

The stand taken by the American Ac- 
counting Association’s Committee with 
respect to the proper way to disclose in- 
come tax savings caused by differences in 
the method of computing book income and 
taxable income is to be commended. For 
example, accelerated amortization of 
equipment under certificates of necessity 
granted by the Federal Government to 
various railroads has enabled these rail- 
roads to save enormous amounts of income 
taxes in recent years. Later, when the 
rapid amortization ceases it is assumed the 
taxable income will increase and thereby 
cause an increased income tax liability. 
Some accountants have, therefore, argued 
that the proper way to disclose this pres- 
ent income tax saving is to show the 
amount as a liability for the future, and 
the reversed situation, where the taxable 
income is materially greater than book 
ncome, should be disclosed by setting up 
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the increase in tax as an income tax pre- 
payment or asset. 

The Committee, however, takes a defi- 
nite stand against this method of disclo- 
sure, in the following words: “However, 
these items do not present the usual char- 
acteristics of assets or liabilities; the pos- 
sible future offsets are often subject to un- 
usual uncertainties; and treatment on an 
accrual basis is in many cases unduly 
complicated. Consequently, disclosure by 
accrual may be more confusing than en- 
lightening and is therefore undesirable.” 
The Committee is surely on solid ground 
here, because no accountant can predict 
what amount of increase or decrease in in- 
come taxes will be payable in future years. 
These items are not real assets or real 
liabilities and have no place on the balance 
sheet. 

The soundness of this position is clearly 
demonstrated by the present condition of 
many railroad corporations which have 
saved many millions of dollars in recent 
years by availing themselves of acceler- 
ated amortization in computing taxable 
income. To show these tremendous savings 
as liabilities due in the future would be 
sheer guesswork without basis in fact. 
Under conditions now prevailing in the 
railroad industry it is probable that many 
railroads will have greatly decreased in- 
come tax liabilities in the future, and some 
will have none at all. 
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THE TREATMENT OF INCOME TAXES BY THE 
1957 AAA STATEMENT 


ELpON S. HENDRIKSEN 
Associate Professor, Washington State College 


HE 1957 Statement of the Committee 

on Concepts and Standards Under- 

lying Corporate Financial State- 
ments' makes two specific recommenda- 
tions regarding the treatment of corporate 
income taxes in financial statements. (1) 
With respect to income determination, it 
states: 

Interest charges, income taxes, and true profit- 
sharing distributions are not determinants of 
enterprise net income. In determining met income 
to shareholders, however, interest charges, income 


taxes, profit-sharing distributions,...are in- 
cluded. (p. 5) 


(2) With respect to the differences be- 
tween reported and taxable business earn- 
ings and the tax payment related thereto, 
the following recommendation is quoted: 

Disclosure is sometimes accomplished by re- 
cording the differences as prepayments (given an 
expectation of future tax savings) or accruals 
(given the opposing prospect). However, these 
items do not present the usual characteristics of 
assets or liabilities; the possible future offsets are 
often subject to unusual uncertainties; and treat- 
ment on an accrual basis is in many cases unduly 
complicated. Consequently, disclosure by accrual 
may be more confusing than enlightening and is 
therefore undesirable. (p. 6) 


Although these two recommendations 
may be independent of each other, the 
inter-period allocation of income taxes is 
often associated with the treatment of the 
tax as an expense. For example, the Com- 
mittee on Accounting Procedure of the 
American Institute of Certified Public Ac- 


1 American Accounting Association, Committee on 
Concepts and Standards Underlying Corporate Finan- 


cial Statements, ‘Accounting and Reporting Standards 
for Corporate Financial Statements, 1957 Revision.” 
Reprinted in Taz AccountING REviEw, October, 1957, 
pp. 536-546. 
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countants found it desirable to state that 


income taxes are an expense and should be 
allocated accordingly.? Professor Moonitz 
also found the nature of the tax relevant 
to his discussion of the allocation of the 
tax. He commented further: 

If income taxes were treated as a distribution 
of income, after the manner of dividends, most of 
the problems associated with the reporting of in. 
come taxes would disappear; in that event the 
amount of the tax bill, as reflected in the tax re 
turn, would be charged directly to retained eam. 
ings. 


However, only when the emphasis is placed 
on the reporting of income, does the treat- 
ment of the income tax as a distribution of 
income eliminate most of the problems 
associated with the reporting of income 
taxes. An attempt to place the balance 
sheet in its proper perspective would re- 
quire attention to the valuation of the 
related assets and liabilities, in which case 
the allocation problem would still be with 
us. 

The purpose of this paper is twofold: 
(1) The first part presents some arguments 
in favor of including the income tax as a 
determinant of income in all meaningful 
concepts of the corporation. (2) The sec- 
ond part presents some arguments to sub- 
stantiate the inter-period allocation of in- 
come taxes and presents an alternative ap- 
proach which may make the allocation 
process more palatable to the Committee 
on Concepts and Standards. 


* American Institute of (Certified Public) Account- 
ants, Accounting Research Bulletin No. 43, p. 88. 

* Maurice Moonitz, “Income Taxes in Fi 
Tue Accountinc Review, April, 1957, 
p. 175. 
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THE NATURE OF CORPORATE 
INCOME TAXES 

Arguments against the inclusion of in- 
come taxes in the expense category and in 
favor of treating them as distributions of 
income can be classified as one of three 
types: First, it is argued that income taxes 
are not like other expenses as they are not 
payable if there is no income and no meas- 
uwable amount of goods of services are re- 
ceived and consumed in the realization of 
income. Second, it is argued that the gov- 
emment is a “partner” or “beneficiary” 
with special interests in the business. 
Third, the assumption is made that the 
incidence of the tax is on the stockholders 
and therefore it is a kind of withholding 
tax paid to the government for the stock- 
holders. Although the Committee did not 
state their reasons for treating the tax asa 
distribution of enterprise income, the 
second and third arguments were probably 
influential in their thinking. The first argu- 
ment would not permit a different treat- 
ment in the determination of enterprise in- 
come than in the calculation of income to 
stockholders. 

Although there are some obvious dif- 
ferences between the calculations of in- 
come taxes and other expenses, the sim- 
ilarities in their nature are more basic. 
Customarily, the classification of an ex- 
pense is based on the type of benefits re- 
ceived, many of which are quite indirect. 
Property taxes, for example, must be as- 
sociated with the specific property used in 
order to determine the benefits received by 
the corporation. The benefits of such prop- 
erty cannot be received unless the prop- 
erty tax is paid or recognized as payable. 
Similarly, the income tax (like a franchise 
tax) is associated with the right to conduct 
@ profitable corporation in a favorable 
economic climate. This is certainly a valu- 
able consideration. The fact that the price 
of this right (the amount of the tax) varies 
from corporation to corporation does not 
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affect its basic classification in the state- 
ments. This classification is independent 
of the method of calculation. If the 
amount of the tax were determined by the 
last two digits of the firm’s telephone num- 
ber, most accountants would not deny its 
place among expenses. 

The Committee’s statement that “inter- 
est charges, income taxes, and true profit- 
sharing distributions are not determinants 
of enterprise net income”’ suggests that the 
government must be considered one of the 
enterprise beneficiaries. Professor Sprouse 
suggests that “... the concept of the 
corporation dictates those who are prop- 
erly deemed to be corporate ‘benefi- 
ciaries’.”’* Income is defined as the amount 
which could have been distributed to the 
corporate beneficiaries during the period 
without impairing the dollar investment. 
But the beneficiaries must be selected on 
some logical basis. The Federal govern- 
ment is a recipient of enterprise resources 
but so are employees and local govern- 
ments. Long-term equityholders, on the 
other hand, have the added characteristic 
of being investors of enterprise capital. 
Only under a broad social concept of the 
corporation could the government be 
classified as a beneficiary; and if it is so 
classified, employees should be classified 
in the same way presenting a meaningless 
concept of “net income.” 

An alternative concept of the enterprise 
is that all direct beneficiaries receive pay- 
ment for the services they render and only 
the residual “retained income” accrues to 
the enterprise. Under this concept, the 
dividends to stockholders and interest to 
bondholders are expenses of the business. 
Because of the expected perpetual life of 
the large corporation, the retained income 
is not expected to be distributed to stock- 
holders but permits the general growth of 


cept of the Corporation in oe 
AccounTInc Review, July, 1957, 71. 
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the corporation and increases its produc- 
tivity which in turn is shared by all bene- 
ficiaries. Under such a concept, income 
taxes would, of course, be classified as an 
expense. 

Professor Hill suggests that the corpo- 
rate income tax does not differ in its im- 
pact on the stockholder from the personal 
income tax.’ This assumption that the in- 
cidence of the tax is directly on the stock- 
holder was apparently a major factor in 
leading the Committee to its definition of 
enterprise income. If the incidence of the 
tax has fallen on the stockholders or on the 
enterprise, we would expect to find that 
the rate of return on total investment and 
the rate of return on stockholders’ invest- 
ment of incorporated enterprises have 
fallen over the past thirty years, a period 
during which the corporate income tax 
has increased from an effective rate of 12 
per cent in 1927 to 50 per cent in 1956. 
However, this has not been the case. 
Neither rate of return has shown a signifi- 
cant trend either upward or downward 
during this period. It is not necessary to 
conclude, however, that the tax has nec- 
essarily been passed forward in the form of 
higher product prices or backward in the 
form of lower factor costs. Very likely, 
corporations have been able to adjust to 
the new institutional setting of high taxes 
largely because of increased productivity 
during these past thirty years. 


THE INTER-PERIOD ALLOCATION 
OF INCOME TAXES 


The Committee on Concepts and Stand- 
ards presents three reasons why the alloca- 


5’ Thomas M. Hill, “Some Arguments Against the 
Inter-period Allocation of Income Taxes,” Tue Ac- 
COUNTING REvieEw, July, 1957, p. 357. 

® See Eugene M. Lerner and Eldon S. Hendriksen, 
“Federal Taxes on Corporate Income and the Rate of 
Return on Investment in Manufacturing, 1927 to 1952,” 
National Tax Journal, September, 1956, p. 193; and 
John C. Clendenin, “Effect of Corporate Income Taxes 
on Corporate Earnings,” Taxes—The Tax Magasine, 
June, 1956, p. 391. 
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tion of income taxes is undesirable, (i) 
The “prepayments” or “accruals” do not 
present the usual characteristics of agsets 
or liabilities; (2) possible future offsets are 
often subject to unusual uncertai 
and (3) treatment on an accrual basis ig jg 
many cases unduly complicated. ‘4 
The second and third arguments age 
certainly weak and inconsistent with the 
Committee’s statement that “... 4 
determination of income is a complex ag 
counting operation requiring the use of 
estimates and the exercise of judgment” 
(p. 5). The uncertainties in accounting cam 
not be avoided by ignoring the problem, 
Professor Moonitz’s dissent to the State 
ment questions correctly whether the 
certainty in this case is really unusual. The 
complexity of the problem is not sufi. 
cient reason for ignoring the problem oF 
treating it only as a footnote commen 
The first argument is more basic and wil” 
be considered at greater length. While” 
Professor Hill objects to the exercise @ 
judgment (subjectivity) in this case, hig” 
main argument against the inter-period” 
allocation of taxes rests on the inabilitya 
the resulting “asset” or “liability” 
the common definition of prepaymel 
and creditor claims.’ The Committee 
fined liabilities as follows: “The inte 
or equities or creditors (liabilities) am 
claims against the entity arising from page 
activities or events which, in the 4 
case, require for their satisfaction the @& 
penditure of corporate resources” (p, % 
The liabilities arising from tax allocath 
do not fit this definition because they @ 
not claims against the entity arising fra 
past activities. Rather, they are claimsé 
pected to arise from expected future act 
ities. Likewise, the “prepayments” 
because of the expectation of future & 
reduction rather than a prepayment} 
specific contractual services. 


? Thomas M. Hill, of. cit., p. 358. 


: | | 
‘ 
| | 
{ ‘ | 
: 
| 
| | 


H 
sit : 
= 
: 
: 
3 
: 

> 

: 
: 
> 
: 


AU 

By A 
Thi 
been 
counti 

and 
emphi 
this 
ence | 
tices 1 

clude 
tion o 

As 
furnis 
plying 
to th 

both 
but p 

they 
out t 
tunity 
paper 

tions 

7 3 gram 
its w 

| A 
wort 


Ready in May | Fifth Edi 


FOR YOUR AUDITING CLASSES 


AUDIT PRACTICE CASE: The Hollingsworth Gear Company 


By ARTHUR W. HOLMES, University of Cincinnati, and FRANCIS E. MOORE, Baston University 


This widely adopted Audit Practice Case has 
been completely revised to reflect the current ac- 
counting practices of medium-sized companies 
and modern auditing practices. Important is the 
emphasis placed on internal control throughout 
this case. For each financial element, the pres- 
ence or absence of sound internal control prac- 
tices is brought out. Much of this material is in- 
cluded in the newly adopted permanent file sec- 
tion of the Illustrative Audit Papers. 


As in previous editions, Audit Practice Case 
furnishes students with a practical means of ap- 
plying theory to practice under conditions similar 
to those encountered in an actual audit. Since 
both authors are not only teachers of accounting 
but practicing certified public accountants as well, 
they have been able to maintain realism through- 
out the case. The material provides the oppor- 
tunity for students to prepare audit working 
papers and write an audit report under condi- 
tions typical of professional practice. This case 
has been used effectively in the staff training pro- 
grams of public accounting firms in addition to 
its widespread adoption in schools and colleges. 


A new hypothetical company, the Hollings- 
worth Gear Company, is used as the basis for this 
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case. It is a medium-sized gear company which 
manufactures to customers’ orders and specifica- 
tions. A job order cost system is the basis for 
reporting and inventory control, with a subsidiary 
(manufacturing overhead) ledger being used. 

The books of original entry have been com- 
pletely revised, the principal new records being 
those prepared by the most modern methods. 
Another outstanding change is the adoption of a 
Monthly Journal with standard, or recurring, 
journal entries. This record serves to make the 
case material more realistic and to reduce the 
number of year-end adjusting entries. 


Student working hours have been shortened 
by the reduction of paper work required, especial- 
ly in inventories. At the same time, additional 
developments have been set forth including the 
exercise of a stock option by an officer of the 
company, the death of an officer who was cov- 
ered under a company insurance policy, the pur- 
chase of an additional stock interest in the sub- 
sidiary company, and abatement of prior years’ 
local taxes. 

A complete Instructor’s Guide will be available 
to aid the instructor in the presentation of the 
case. 
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Metalcraft, Incorporated 


Revised Edition 
By ARTHUR W. HOLMES 


This audit practice problem requires 
proximately 15 hours for the solutid 
exclusive of the report but including in 

ing, the preparation of adjusting entt 
completion of the working sheets, and 

preparation of financial statements. If 
designed to accompany the Holmes text 
may also be used independently. Wort 
papers are included with the problem. AW 
able to adopters is a Solutions Manual. 
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PRINCIPLES 


2 1S provided in th 


t can easily be 


orkul yapers appear throughout the text. If removed and assembled in the @ 


of the | { I uld constitute complete set of papers for one audit eng 


nal con 


on Manual ts available 


| 
GO 
By R 
\ 1, 
cour 
ent ver if 
tions and \ Solu lopter 


ACC O U NG T : nd G A Management Approach 


By the late RONALD H. ROBNETT; THOMAS M. HILL, Massachusetts Institute of Technology; and 
JOHN A. BECKETT 


Emphasis in this text is on the interpretation and use of accounting data. It meets the needs of those 
students of business, industry, and engineering who do not intend to become professional accountants but 
who need a background of accounting as a tool of management. 

The text material explains in simple terms, amply illustrated, what business activity consists of, what 
accounting really is, and how accounting functions as a tool of management. It also shows how the accu- 
mulation, analysis, synthesis, and presentation of data is actually accomplished in a modern business organ- 
ization. Records-keeping techniques and procedures are minimized. 

An unusually large number of thought-provoking questions and problems are included for each 
chapter. These have proved exceptionally satisfactory in the classroom for stimulating discussion, review- 
ing the chapter content, and testing student comprehension. A Solutions Manual is available to adopters. 


“The authors have fulfilled their aim in a most competent and original manner, and have made a 
real contribution .in the area of accounting in its managerial aspects.” 


Harry Simons, UCLA, in 
THE ACCOUNTING REVIEW 


GOVERNMENTAL ACCOUNTING 


By R. M. MIKESELL, Indiana University 


Revived Edition 


This comprehensive and widely adopted text emphasizes the “why of gov 
Kes Trequent COmparisons between commercial and government ccounting practices. M 
cts of the subject are also emphasized. The! unique chapters on tt gcounting prot 
ional institutions have been retained. and modernized in the Revised Edition 
The text material is Organized around the generally recognized funds emplo 
ounting: the general fund. the bond fund. trust and agency t is nking funds, working ¢ 
Pectar assessment funds. and utility funds. The accounting procedures peculiar to each of these 
described in detail, and the Statements commonly prepared for each are strated e lat CA : 
tions of the Municipal Finance Officers Association of the United States and Canad {its Natio 
mittee on Governmental Accounting have beer c 
Ample problem material has been included. Many of the blems have 
ew problems have been added All of them!are closely corre ! with the teat n Tt 
sraphies include the most recent publications in the govefnment ting field. ‘A S 
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FUNDAMENTAL ACCOUNTING PRINCIPLES 


By WILLIAM W. PYLE, University of Oregon 


This successful basic text emphasizes complete understanding by the student of the material cover 
The approach is logical, progressive, and organized for maximum teachability. The treatment not only te 
and shows the student “how” but also explains “why”. Difficult material is explained in a simple manne 


Fundamental Accounting Principles wins the student in the first few weeks of the course by facility. 
ing his understanding of |) end of fiscal period adjustments, 2) closing entries, 3) the work sheet, and 4) 
the merchandising accounts. In later chapters, the mechanics of bookkeeping are de-emphasized and ther 
is greater stress on business practices and on accounting as a tool to aid in controlling business operation 

Although designed to prepare accounting majors for later intermediate instruction, Pyle also pp. 
vides nonmajors with the background of accounting that they will need in business. It excels in depth of 
substance as well as in simplicity of preparation. All of the topics usually covered in a first-year coung jy 
accounting are treated. 


An exceptionally large number of questions and problems are provided for each chapter. They ar 
closely co-ordinated with the text material and are sufficiently numerous to enable the instructor to yan 
the problems assigned from year to year. Many of the chapters also have class exercises included. 
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Income Taxes 


Rather than focusing our attention on 
the future tax liability, our attention 
should be directed toward the proper valu- 
ation of the related asset or liability giving 
rise to the allocation of income taxes. In 
discussing the valuation of assets, the 
Committee stated: ““The value of an asset 
is the money-equivalent of its service 
potentials. Conceptually, this is the sum of 
the future. market prices of all streams of 
service to be derived, discounted by prob- 
ability and interest factors to their present 
worths” (p. 4). An asset which will be sub- 
ject to a tax penalty when it is used or 
realized into cash is certainly not worth its 
face value; this decrease in its valuation 
should be reflected in the statements pref- 
erably as a deduction from the face value. 
The present value of all streams of service 
tobe derived from an asset should be offset 
by the present value of future payments 
necessary for the realization of the service 
value. The rule against offsetting assets 
and liabilities is not violated here because 
the obligation to make future payment is 
contingent upon the conversion of the 
asset and the asset valuation is not inde- 
pendent of the future tax payment. A lia- 
bility which will create a material tax 
benefit when it is paid should similarly be 
shown on the statements at its net valua- 
tion. 

The idea of showing asset valuations at 
their expected realization values less ex- 
pected costs to complete the realization 
Process is not new in accounting. For ex- 
ample, one of the guides for the proper 
Valuation of inventories is net realizabie 
Value defined as estimated selling price less 
Reasonably predictable costs of completion 
and disposal.* Moonitz and Staehling pre- 
sent the valuation process as the discount- 
lig of prospective receipts and expendi- 


* American Institute of (Certified Public) Account- 
aats, Restatement and Revision of Accounting Re- 
oy Bulletins, Accounting Research Bulletin No. 43, 
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tures and showing the net amount as the 
asset valuation.® 

With respect to the accounting for the 
income tax effect of emergency facilities, 
the Committee on Accounting Procedure 
of the American Institute of Certified 
Public Accountants suggests the possibil- 
ity (considered acceptable but not prefer- 
able) of increasing the credit to the accu- 
mulated amortization account thus re- 
ducing the valuation of the asset.” While 
this procedure does present the proper 
valuation of the asset, it does not disclose 
the proper reason for the valuation. In the 
discussion of income tax allocations, the 
Committee on Accounting Procedure rec- 
ommended (p. 90) that when a deduction 
for tax purposes remains in a deferred 
charge account, an amount equal to the 
tax reduction should be credited to the de- 
ferred charge account. The net effect of 
this procedure is to carry the asset in the 
accounts at the acquisition cost less the 
estimated cost of realization or use. 


APPLICATION OF THE THEORY TO 
SPECIFIC CASES 


Following the classification presented by 
Professor Moonitz, four specific examples 
showing the application of the above 
analysis follow: 

1. A deduction is taken for tax purposes, 
but deferred in the statements. 

A common example of this is the acceler- 
ated amortization of fixed assets over sixty 
months for tax purposes with the use of a 
normal life for statement purposes. To 
simplify the example we will assume that a 
building costing $10,000 is deducted all in 
one year for tax purposes, but depreciated 
in the accounts after the first year. Assum- 
ing operating income of $15,000 before the 
special amortization and a 40% effective 
(or marginal) tax rate, the tax expense 


® Maurice Moonitz and Charles Staehling, Account- 
ing, An Analysis of its Problems, p. 121. 
10 ARB No. 43, op. cit., p. 79. 
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applicable to the current period would be 
$6,000 and the income tax liability payable 
currently would be $2,000. The tax saving 
the first year would be $4,000 and the 
proper entry summarizing the related 
transactions would be as follows: 


Building, at cost............... $10 ,000 
Cash. . 


$10,000 
2,000 


Income tax ‘expense. 6, 
Income tax payable..... 
Building valuation account (tax 
saving allocated to future pe- 
riods of realization or use)... 4,000 


During the periods of use the sum of the 
entries would appear as follows: 
$10,000 
$10,000 


4,000 


Depreciation expense........... 
ccumulated depreciation. .... 
Building valuation account...... 4,000 

Income tax expense. . 

The net cost of the 2 being during the 
first year is $6,000 and this is the proper 
valuation to be carried forward to follow- 
ing years. This is not in violation of the 
principle that assets should not be offset 
by liabilities; the prospective tax “‘liabil- 
ity” will exist only if the building is used 
in profitable pursuit. If the asset is aban- 
doned before being used, the loss is really 
only $6,000. 

The use of accelerated depreciation for 
tax purposes and straight line for account- 
ing purposes presents a similar problem. 
The proper valuation of the prospective 
benefits and outlays demands the consider- 
ation of the income tax effect. Even though 
the assets are considered as a group and 
the growth situation permits the deprecia- 
tion for tax purposes to be continually 
greater than accounting depreciation, the 
proper valuation of fixed assets requires 
the allocation of taxes and a constant or 
increasing fixed asset valuation account. 
The growth of a corporation does not deny 
the validity of increasing accumulated de- 
preciation. Nor does it deny the proper in- 
crease of a valuation account representing 
tax benefits already received. 

2. Revenue reflected on the books but 
deferred for tax purposes: 

If the installment basis is used for tax 
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purposes and the sales basis for accounti 
purposes, a situation arises similar to (1) 
above. Assuming sales of $2,000 with 4 
gross profit of 50%, and a tax rate of 40%, 
the taxes to be paid in the year of collec. 
tion would be $400. The entries in the year 
of sale would be: 


Accounts receivable............... 
Income tax expense............. 400 
Accounts receivable valuation ac- 
count (deferred taxes allocated 
to current period)............ 4) 


$2 ,000 
$2,000 


If the installment accounts receivable 
are collected in the second year, the re- 
lated entries would be as follows: 


Accounts receivable............. 
Accounts receivable valuation ac- 
Tax liability or cash......... 400 


At the end of the first year, the valua- 
tion account should be deducted from the 
accounts receivable on the balance sheet. 
Since the collection of the $2,000 requires 
the payment of $400 in taxes, the net cur- 
rent valuation is only $1,600. 

3. Income reflected in the tax calcula- 
tion but deferred in the statements: 

Rent received in advance is included in 
the tax return as income in the year of re- 
ceipt, but for accounting purposes it is in- 
come when earned. Assuming the collec- 
tion of $1,000 for rent of a future period 
and the payment of $400 tax thereon, the 
entries should be: 


Rent received in advance...... $1,000 
Valuation of rent received in advance 
applicable to deferred cred- 
Cash Tax 400 


In the second year, the adjusting entries 
would be: 


Rent received in advance.......... $1,000 
$1,000 
Income tax 400 
Valuation of rent received in ad 
400 


The rent received in advance of $1,000 
represents a current liability—a deferred 
credit to income. The net credit to income 
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in the following year, however, is only 
$600. Of the $1,000 received, $400 was 
paid immediately in the form of income 
taxes. An alternative procedure would be 
to debit “rent received in advance”’ for the 
$400 payment of taxes. 

4, Expenses deducted in the statements 
but deferred for tax purposes: 

Under a proper matching of expenses 
and revenues, warranty expenses should be 
estimated and the liability set up in the 
year of the related sale. However, in many 
cases, these warranty expenses can be de- 
ducted for tax purposes only in the period 
of payment. Assuming warranty expenses 
of $1,000, the proper entries would be as 
follows: 

Warranty expenses. . 

Warranty liability. . 

Valuation of warranty liability (taxes 

Income tax expense........ 400 

When the warranty liability of $1,000 
is paid, a tax reduction of $400 is immedi- 
ately obtained. The net obligation, there- 
fore, is only $600. The warranty liability 
might even be entered in the first instance 
as “Estimated liability for warranty 
costs—net of simultaneous tax savings— 


$600.” 


$1,000 
$1,000 


CONCLUSIONS 


In the definition of enterprise net in- 
come, the Committee on Concepts and 
Standards Underlying Corporate Finan- 
cial Statements specifically excluded in- 
come taxes as a deduction. The following 
arguments are presented in opposition to 
this statement and in favor of including 
taxes as expenses in all meaningful con- 
cepts of corporate income. (1) Income 
taxes are not significantly dissimilar from 
other expenses to require a different clas- 
sification. (2) Under the enterprise concept 
of the corporation, the government is not a 
“beneficiary,” sharing in the profits of the 
enterprise. Only under a broad social con- 
cept of the corporation could the govern- 


ment be classified as a beneficiary and if it 
is so classified, employees should be clas- 
sified in the same way, presenting a mean- 
ingless concept of “net income.” (3) Statis- 
tical evidence does not suggest that the 
corporate income tax has been passed on 
to stockholders or has absorbed enterprise 
profits after an adjustment to a tax 
change. This suggests that the government 
has not shared in the residual income of the 
enterprise or of the stockholders. 

With respect to the tax effect of differ- 
ences between reported and taxable busi- 
ness earnings, the Committee states that 
disclosure by accrual is undesirable. The 
main objection to inter-period allocations 
is that the “prepayments” and “accruals” 
do not present the usual characteristics of 
assets or liabilities. The proper classifica- 
tion of these “prepayments” as valua- 
tions of liabilities and the proper classifi- 
cation of “accruals” as valuations of the 
related assets overcomes this objection and 
emphasizes the need for inter-period allo- 
cation of income taxes. The presentation 
of a meaningful concept of income de- 
mands the inter-period allocation of taxes 
when the amount is material and this al- 
location is supported by the proper valua- 
tion of related assets and liabilities. 

The main purpose of this paper has been 
to present some arguments in support of 
the inter-period allocation of income taxes. 
The method of presentation of the defer- 
rals and accruals is secondary. There is 
certainly no harm in broadening the defini- 
tion of assets to include prepayments of 
prospective liabilities and in broadening 
the definition of liabilities to include the 
prospective obligation of future taxes when 
the probability of receiving the tax benefits 
or making tax payments is quite high. The 
theoretical propriety of inter-period tax 
allocation is the important issue supported 
by this article; the materiality of the tax 
allocation and other special considerations 
must guide in specific situations. 


(1) 
ha 
%, 
ear 
000 
400 
ble 
000 
| 
he | 
et. 
res 
| 
la~ | 
» | 
od 
ne 

es 
00 
00 


THE NATURE OF MANAGEMENT ACCOUNTING# 


T. CROSSMAN 
Professor, University of Omaha 


for our consideration of the nature of 

management accounting, a definition 
of terms seems desirable. A rather lengthy 
definition of “management” has been 
taken from Production Handbook for the 
reason that it includes all of the important 
aspects of executive responsibility which 
seem closely related to management ac- 
counting. This definition is substantially 
as follows: 
That phase of an undertaking which relates to 
(a) making policies, (b) developing programs, 
(c) setting standards, (d) applying programs to 
financial, physical and human resources, (e) main- 
taining plant, equipment, supervisory, labor, and 
clerical forces at maximum efficiency; and which 
by the foregoing means and also by means of 
current direction aims to assure the delivery of 
commodities and/or services according to pro- 
gram, within a scheduled time and at a minimum 
cost.! 

The important aspects of this definition 
include policies, plans, standards, opera- 
tions, and control. Management account- 
ing then may be defined as that phase of 
the internal accounting function which em- 
phasizes collecting, recording, and report- 
ing accounting and statistical data which 
are especially useful to management in es- 
tablishing policies, developing plans, and 
controlling operations. Analysis and inter- 
pretation of reported data should be in- 
cluded, depending upon the needs of those 
individuals who receive such reports. In 
this instance, reports may be the routine 
or regular ones, submitted daily, weekly, 
or monthly; or those of a special nature 
which may be prepared at any time a need 
arises. The principal tools of management 


I’ ORDER to establish a common ground 


* This paper was given at the Annual Meeting of 
the American Accounting Association, University of 
Wisconsin, August 27, 1957. 

1 Production Handbook, New York: The Ronald 
Press Company, 1948, p. 4. 


accounting are standard costs and budg. 
ets, they are often supplemented by inter. 
nal auditing which may be particularly 
helpful in multiplant operations. 

This definition excludes the services of 
the certified public accountant which also 
are useful to management in developing 
plans and procedures, and in solving many 
of its problems. However, the subject of 
this session, “Accounting in Industry,” 
seemingly excludes any extensive discus- 
sion of the services of the certified public 
accountant. 

Lest we conclude that management ac- 
counting is an entirely new development 
which has arisen for the most part in the 
second quarter of this century, a brief re- 
view of some of the pertinent landmarks 
in the history of accounting may be help- 
ful. This is not intended to be an exhaus- 
tive study of the subject; rather, it pre- 
sents only the clearly related segments of 
growth in the evolution of the manage- 
ment accounting function. 

First of all, inasmuch as the “hired” 
manager group was not well established 
prior to the nineteenth century, very little 
was accomplished during this early period 
in the way of records and reports which 
might come under our definition of man- 
agement accounting. Much of the empha- 
sis, so far as results of operations were con- 
cerned, was on changes in proprietorship 
and nominal accounts were given only 
passing consideration. Furthermore, joint 
ventures were also rather popular at this 
time, mostly on a short-term basis. For 
such associations, records of income and 
expense were kept primarily as a means of 
dividing profits among the participants 
according to contributions made and re- 
sults obtained rather than as a means ol 
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controlling and reducing costs. 

During this early period, the major re- 
porting emphasis was on the balance sheet. 
But later on more and more emphasis was 
accorded to nominal accounts and the 
profit and loss statement. This develop- 
ment was introduced partly by the In- 
dustrial Revolution with its many effects 
on manufacturing processes and the size of 
factories. It was augmented by the rapid 
rise of the corporation as the predominant 
form of business organization in large-scale 
enterprise, the existence of companies with 
a continuing rather than a short or inter- 
mittent life, and by a new group of hired 
managers who became of importance in 
the operation of large companies. This 
change in emphasis, no doubt, substan- 
tially contributed to establishing a broad 
foundation for the necessary elements of 
management accounting. 

The development of cost accounting as a 
separate division of the accounting func- 
tion naturally followed. Probably this was 
the first important step in distinguishing 
a major segment of management account- 
ing from general accounting. While it is 
true that certain cost bookkeeping prac- 
tices and procedures were being used for a 
great many years prior to the nineteenth 
century, nevertheless, most of the develop- 
ments in cost accounting as a management 
tool came late in the nineteenth century 
and have continued at an accelerated pace 
during the present century. 

Closely related to the extension of the 
accounting function into the field of cost 
accounting is the emergence of the concept 
of cost control as a function of manage- 
ment. Robert Hamilton in Am Introduction 
to Merchandise, 1788, was one of the early 
writers to suggest departmental records of 
income and expense as an aid in success- 
fully managing the various divisions of a 
business. Some fifty years later, Charles 
Babbage in his book, On the Economy of 
Machinery and Manufactures, clearly 
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pointed out the need for and the advan- 
tages of cost analysis, cost control, and 
cost reduction in the profitable operation 
of a factory. In the last decade of the nine- 
teenth century, other writers introduced 
additional practices closely related to 
management accounting. The following 
developments might be included in this 
category: (1) keeping detailed costs for 
parts and processes as well as for com- 
plete jobs, (2) frequent preparation of re- 
ports as work on jobs progressed rather 
than waiting until a job was completed, 
(3) a continuing comparison of actual costs 
with estimated costs, and (4) the use of 
perpetual inventory records. Noteworthy 
publications in this connection included 
Factory Accounts by Garke and Fells, and 
“Notes on Cost Records: A Neglected 
Branch of Accountancy” by John Mann. 

Early in the twentieth century, these 
authors were followed by a number of pio- 
neers in the fields of cost accounting, budg- 
eting, and industrial engineering. A par- 
tial list of well-known names might include 
A. Hamilton Church, G. Charter Harrison, 
T. H. Sanders, James O. McKinsey, 
Harrington Emerson, H. L. Gantt, and 
Frederick W. Taylor. Even though many 
of the articles and books written during 
this period dealt with the theory and prac- 
tice of allocating burden, nevertheless, 
these men were strong advocates of col- 
lecting and properly presenting account- 
ing and statistical data useful to manage- 
ment in controlling day-to-day operations. 
This added emphasis upon data which 
could be used by management in planning 
and controlling operations naturally led to 
the development of standard cost and 
budgeting principles and procedures which 
were basic to the further extension of gen- 
eral accounting into the field of manage- 
ment accounting. 

During this same period, hired mana- 
gers, in contrast with owner-operators, be- 
came an increasingly important group as a 
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result of the corporate form of business or- 
ganization becoming more and more domi- 
nant and as the principles of mass produc- 
tion and of scientific management became 
more clearly established. Thus, we should 
also recognize the impact of this new man- 
agement group upon the development of 
management accounting. 

Then, as now, managers were hired, re- 
tained, or fired in accordance with their 
success or failure in managing their own 
departments or the entire business. This 
responsibility created new needs for ac- 
counting and statistical data reported at 
frequent intervals. It brought new de- 
mands upon the accounting function and 
introduced added emphasis upon collect- 
ing, reporting, and interpreting data use- 
ful to management in performing its des- 
ignated tasks from day to day. 

Furthermore, the demands of competi- 
tion and the interests of absentee share- 
holders required the development of tech- 
niques and procedures for providing man- 
agement with improved and sharper tools 
for use in planning and controlling opera- 
tions. Accordingly, standard costs and 
budgets became of increasing importance 
and rapidly gained status as major phases 
of the growing emphasis on the manage- 
ment aspects of accounting. Furthermore, 
increasing costs and sticky selling prices 
brought engineers and accountants to- 
gether in setting up cost reduction pro- 
grams. 

This gradual expansion of emphasis on 
the management aspects of accounting has 
expressed itself in all phases of the record- 
ing and reporting functions. The controller 
with his broad responsibility for the rec- 
ord keeping and reporting activities of a 
business is truly representative of the 
modern concept of the accountant’s posi- 
tion in the organization structure. Briefly, 
as related to management accounting, the 
controller is responsible for preparing, pre- 
senting, and interpreting operating data 
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for management in the following areas and 
through other special activities. 

In the area of financial accounting, man. 
agement needs reports and advice regard. 
ing its stewardship of corporate property, 
As an example, the methods used in pric. 
ing inventories are important both to 
owners and to creditors. Departure from 
identifiable cost is frequently advocated 
and practiced. On this aspect alone, much 
has been written and carefully worded pro- 
nouncements have been made by profes. 
sional organizations. Furthermore, man- 
agement’s policy with respect to deprecia- 
tion of fixed assets is a significant one to 
shareholders and to long-term creditors, 
Therefore, in the area of financial account- 
ing, management is quite largely depend- 
ent upon the professional knowledge and 
integrity of the accountant when asking 
for advice regarding valuation methods 
pertaining to corporate property. 

In addition to the above problems re- 
lating to asset valuation, management is 
often required to submit regular and spe- 
cial reports to shareholders, various agen- 
cies of government, and to creditors with 
respect to current position and operations. 
For this broad purpose, the traditional 
balance sheets and income statements 
have been prepared for many years by the 
accountant. But with changing conditions 
and growing demands for both working 
capital and long-term funds, special re- 
ports such as those regarding receivables 
and inventories, or of the status of capital 
expenditure programs, or of cash position 
and current payables have become in- 
creasingly useful to management. 

Closely related to the financial area is 
the general field of tax accounting. March 
1, 1913, the effective date of our present 
federal income tax structure, is of great 
significance to members of the accounting 
profession. Income tax considerations are 
often in the forefront at management 
meetings; they have and probably will 
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continue to exercise substantial influence 
upon many management decisions. In- 
come tax laws, federal, state, and in some 
instances local, have opened up new 
spheres of responsibility for the account- 
ant. However, time will not permit devel- 
oping further this area of management ac- 
counting. 

Perhaps the accounting profession has 
rendered its most valuable service to man- 
agement through the development of 
standard cost and budgeting principles 
and procedures. Generally speaking, both 
techniques are largely a product of this 
century. Standard costs and budgets are 
basic to management planning and cost 
control; both tools become useful to man- 
agement through the medium of regular 
and special reports. 

It is at this point that the accountant 
needs broad education and experience in 
addition to his technical qualifications if 
he is to meet fully his obligation for pre- 
paring useful reports. He must constantly 
be alert to the needs of management for 
specific data; as a matter of fact, manage- 
ment often does not know exactly what in- 
formation is needed nor the specific sources 
of data relating to an individual problem. 
Therefore, the accountant frequently must 
take the initiative in submitting special or 
new reports to management even though 
management has not asked for them. 

At times, reports may contain only 
statistical data which have not been col- 
lected by the accounting department. It 
may be helpful at this point to quote Mc- 
Kinsey’s definition of accounting and sta- 
tistical data which appeared in his book, 
Managerial Accounting: 

Generally speaking, accounting data are those 
showing the results of business transactions, and 
are capable of being expressed in financial terms 
by means of the technical procedure of bookkeep- 


ing, while all other data expressed in numerical 
terms are statistical data.? 


‘James O. McKinsey, Managerial Accounting, 
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When such statistical reports are pre- 
pared, it is important that the data ul- 
timately will be in close agreement with 
related recordings made by the account- 
ing department. 

More recently, the practice of furnish- 
ing operating information to members of 
middle management and to supervisors has 
developed. This practice is in keeping with 
the desire of these individuals for informa- 
tion regarding operations in their own de- 
partments and also reflects the growing 
supply of management accounting data. 
This is an important aspect of manage- 
ment accounting and one which has be- 
come better established during the last 
twenty years or so. In fact, Sanders in his 
Cost Accounting for Control, 1934, com- 
ments on the lack of reporting to foremen 
as follows: 

The statement that only 10 per cent of foremen 
do in fact get cost information may be true—but, 


if so, it only shows how much room there is for 
progress.* 


Closely related to this practice of fur- 
nishing cost information to minor execu- 
tives, is the development of management 
accounting reports which are summaries of 
activities completed by individuals re- 
sponsible for the various operating divi- 
sions and departments of a business. Such 
reports should emphasize exceptions, the 
items needing current attention by man- 
agement. Also, pertinent data often are 
collected at the source and reported in 
statistical terms before the transactions 
are recorded and summarized by the ac- 
counting department. These reports 
should always reflect definite personal re- 
sponsibility, as corrective action must be 
taken by those in charge of the various 
organizational units. Furthermore, timeli- 
ness is of great importance. Therefore, 
Volume I, Chicago: The University of Chicago Press, 
1924, p. 91. 

3 Thomas Henry Sanders, Cost Accounting for Con- 


trol, New York: McGraw-Hill Book Company, Inc., 
1934, p. 339. 
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data should be recorded and reported at 
the source of activity whenever possible. 

We have previously mentioned internal 
auditing as being one of the supplementary 
tools of management accounting. Even 
though internal auditing is not always di- 
rectly under the controller’s area of re- 
sponsibility, it is one of the more recent 
activities which has increased the scope of 
management accounting. During the last 
decade or so, particularly since World 
War II, the emphasis in internal auditing 
has shifted from that of a clerical function 
to detect fraud and error to one of man- 
agement service. In this connection, the 
internal auditor has broad responsibilities 
in terms of reviewing compliance with 
management’s policies and directives. Ac- 
cordingly, his services are becoming of in- 
creasing importance to management, and 
are considered mandatory by many com- 
panies having multi-plant operations. In 
addition to his routine duties of analysis 
and review of day-to-day operations in the 
field, the internal auditor may make spe- 
cial studies regarding the sales, production 
or administrative activities of the various 
branches. In so doing, he often discovers 
cost reducing possibilities which may have 
gone unnoticed by those in charge of such 
operations. Undoubtedly, internal audit- 
ing is rendering many valuable services to 
management which are helpful in control- 
ling widespread operations and most cer- 
tainly it has significantly extended the 
scope of management accounting. 

In other areas of special service, man- 
agement may find it necessary to investi- 
gate alternative courses of action in the 
fields of production, distribution, or fi- 
nance, The controller should be prepared 
to furnish estimated costs and the probable 
effect upon income of using various chan- 
nels of distribution, or of making or buy- 
ing component parts or sub-assemblies, of 
owning or leasing equipment, or of build- 
ing-selling-leasing factory or distribution 
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facilities. Related problems arise in cop. 
nection with the replacement of produc. 
tion equipment which is not worn out but 
which may have become obsolete because 
of new developments in manufacturing 
processes or because of marked improve. 
ments in machinery of a similar type, 

In the field of marketing, the sales and 
research departments may come up with 
new products some of which may be in- 
tended to replace existing items in a com- 
plete line of merchandise, or offers may be 
received for a large quantity of “private. 
brand” merchandise. Should such offers 
be accepted “‘at a price’’; should new prod- 
ucts replace old ones; and what will be 
the probable effect on income? Manage- 
ment accounting services should be very 
helpful in providing data useful to execu- 
tives in finding satisfactory answers to 
such questions. 

Perhaps the newest development in the 
field of management accounting is in the 
broad area of machine accounting. One of 
the important advantages of using modern 
data processing equipment is that of pro- 
viding more information to management 
in a much shorter time than was possible 
under any commonly used method prior to 
World War II. Without question, it seems 
certain that the accountant has before him 
one of the most promising sources of ex- 
panded and improved services to manage- 
ment which has presented itself since the 
invention of the typewriter and the adding 
machine. This topic will later be discussed 
in considerable detail, but it does deserve 
mention here as one of the outstanding de- 
velopments in the area of management ac- 
counting. 

To summarize our discussion of the na- 
ture of management accounting, it seems 
quite clear that it is not an entirely new 
development in the broad field of account- 
ing but rather one of added emphasis on 
the recording and reporting of operating 
data to meet the needs of a new group—the 
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hired managers of large corporations. The 
emergence of the corporation as a domi- 
nant factor in our economy has resulted in 
a shift in one of the objectives of account- 
ing from meeting the needs of individual 
owners and of short-term creditors to pro- 
viding data useful to managers in success- 
fully planning and controlling the opera- 
tions of multi-million dollar and even 
billion dollar enterprises. 

Management accounting functions 
largely through operating reports based 
upon standard costs and budgets com- 
pared with actual expenditures, through 
internal auditing, and through special 
studies and reports pertaining to the prob- 
able effect of proposed plans and programs. 

Undoubtedly, management accounting 


with its many opportunities for rendering 
additional and more valuable services to 
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management has opened new and challeng- 
ing frontiers to the accountant. To the 
practitioner it means adjusting himself to 
new methods of collecting and recording 
operating data, new demands for addi- 
tional services, and new concepts of re- 
porting. To the teacher it means added 
emphasis upon the uses of accounting data 
as well as staunch adherence to the teach- 
ing of basic theory and principles. 

Accordingly, we should remember that 
essentially all acounting is management 
accounting and that good accounting must 
always adhere to the highest standards of 
the profession. It is only by maintaining 
high standards in educating young people 
for the profession of accountancy, and by 
continuing to adhere to high standards in 
practice will we serve best in the field of 
management accounting. 
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SOME IMPRESSIONS FROM THE SEVENTH INTER. 
NATIONAL CONGRESS OF ACCOUNTANTS 


AMSTERDAM, HOLLAND 


PavuL GARNER 


University of Alabama 


ure of serving as the head of the 

delegation representing the Amer- 
ican Accounting Association at the recent 
International Congress of Accountants. 
The program of this event, which is held 
every five years, was filled with interesting 
and unusual features. The Dutch people 
extended their traditional hospitality to 
all the visitors at the Congress and brief 
introductions soon ripened into friend- 
ships. 

First, a few statistics. The Congress was 
attended by about 2,850 delegates and 
visitors coming from 40 countries and rep- 
resenting 140 different accounting organ- 
izations. The United States had about 100 
participants. Thirty-one formal papers 
were presented by experts from 13 coun- 
tries. Eight additional countries were 
reprsented on the panels. Four official 
languages were used: English, Dutch, 
French, and German. Small IBM radio 
receivers with earphones were handed to 
each person at the beginning of each ses- 
sion; these receivers could be tuned to 
transmitters behind the platform over 
which translations of all the languages 
were broadcast. 

The 31 formal papers had been written 
months ahead of the Congress, translated 
into the four languages mentioned above, 
then printed and mailed to each delegate 
last June. The authors did not read their 
speeches at the meeting. The 31 authors, 
plus several more delegates, were divided 
into six panels of about twelve to fifteen 
men each. The six panels, meeting at vary- 
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ing times during the week, discussed the 
following subjects: 


Principles for the Accountants’ Pro. 


fession 
Verification of the Existence of Assets 
Budgeting and the Corresponding 


Modernization of Accounting 

The Internal Auditor and the Internal 
Audit Function 

Business Organization and the Public 
Accountant 

Ascertainment of Profit in Business 


Space in THE REvIEw does not permit 
even a brief summary of all the interesting 
prepared addresses, or the many hours of 
discussion at the panel sessions. The 
writer, however, would like to pass along a 
few highlights, which seemed to him 
worthy of attention and recollection. 


a. The United States is not unique in having 
problems relating to the profession; other 
countries have some too. 

b. The professional accountant in the United 
States has some responsibilities to his client 
and the public which are not shared else- 
where, although in Sweden and Finland the 
auditor’s opinion includes a reference to the 
over-all effectiveness of the management of 
the firm under audit. There was consider- 
able discussion of this at one panel session. 

c. Management consulting work by profes- 
sional accountants is making much more 
headway in the United States than in other 
countries. 

d. In most countries the education of young 
people for the profession is not organized 
as it is here. In other countries, apprentice 
training is popular, and few of the entrants 
are college graduates. 

e. In only a few countries has much study and 
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thought been given to the writing out and 
publishing of principles of accounting. 
_ The United States seems to be the only 
country thus far in which there has been 
any accountant-lawyer controversy over tax 
practice. 
Codes of professional ethics differ a great 
deal in coverage and intent, as between well- 
known countries. 


In concluding, your reporter would be 
remiss if he did not comment briefly on the 
excellent way the Congress was managed 
and carried out. Local arrangements were 
handled in a most expert way. The host 
country did everything possible to make 
the many delegates feel welcome. Queen 
Juliana received a group in a special audi- 
ence at her summer palace, her husband, 
Prince Bernhard, was present at the open- 
ing session and delivered a fine address (in 
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English) on the place of the accounting 
profession in modern society. He also came 
to the banquet and proposed a toast to the 
guests from abroad. Our Ambassador to 
the Netherlands, Mr. Young, entertained 
the American delegation at a reception; 
there were many more social events, car- 
ried out in Old-World style with much 
pomp, ceremony, and color. 

The Eighth Congress, to be held in 
1962, will likely be in New York City. The 
AICPA extended a cordial invitation on 
behalf of that city. Other invitations came 
from India, Australia, and Italy, but since 
the American Institute will be celebrating 
its Diamond Jubilee in 1962, the United 
States seemed to be favored by the major- 
ity of the delegations. 
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THE IMPACT OF AUTOMATION ON THE 
FIELD OF ACCOUNTING* 


C. L. KEENoy 
Vice-President, National Cash Register Company 


AM GLAD to have this opportunity to 
I discuss with you some recent develop- 

ments in office automation, and their 
possible effects on accounting. 

The National Cash Register Company 
has been concerned with record-keeping in 
the general sense for almost three quarters 
of a century. And since the 1920’s, we have 
developed and manufactured various types 
of accounting machinery as well as our 
more traditional product—the cash regis- 
ter. It is indicative, I think, of the growing 
function of accounting in business man- 
agement, that this year, for the first time 
in NCR’s history, our accounting machine 
sales are exceeding our cash register sales. 
We are in the happy position of having 
outgrown our company name. 

Naturally, our ties with accountants 
have been strong. As a major supplier of 
accounting machines we have worked 
closely with members of the profession. It 
has also been our privilege to have had ex- 
tensive contacts with the teaching pro- 
fession. For many years our company has 
conducted educational programs beamed 
at junior, senior and graduate students in 
business administration. The purpose of 
these programs has been to familiarize 
these potential business executives with 
the latest trends in mechanized accounting 
and, more specifically, with NCR ma- 
chines and systems. 

For these reasons I feel that we share 
many areas of mutual interest, and I hope 
that my discussion today of some of these 


* This paper was presented at the annual meeting 
of the American Accounting Association, University of 
Wisconsin, on August 27, 1957. 
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areas, will be of help in your own explora- 
tions of a truly fascinating subject. 

Let’s examine that subject in more de- 
oul. What will increased office automation 
mean to the accountant? I should like to 
point out at the start: I am not in a posi- 
tion now—nor do I expect to be in the 
near future—to present to you, wrapped 
up in a neat little package, all of the ramifi- 
cations of office automation. Nor do I be- 
live that any single person can hope to do 
so. 
Actually, the advent of electronics in 
record-keeping and data-processing has 
placed the office equipment industry in the 
most challenging, yet potentially reward- 
ing, role in its history. And I think the 
same thing can be said for accountants. 
We are like the would-be interplanetary 
explorer who previously had to confine his 
efforts to gazing into telescopes and dream- 
ing, but who has suddenly been presented 
with a means for visiting any planet he 
desires. 

Electronics is that new mode of trans- 
portation for you, and for us. Because of 
its tremendous speed in carrying out our 
errands, the electron can take us just 
about anywhere, statistically speaking. 
But we are still in the process of deciding 
just where we want to go and whether 
each given trip is worth the cost and effort 
involved. 

We do know of course that we are in the 
early stages of an accounting and business 
management revolution which, in some 
respects, will rival the industrial revolu- 
tion in its effect on the lives of everyone. 
This revolution in office procedures and 
data-processing, promises to do for man’s 
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mind what the industrial revolution did 
for his body. By harnessing the electron, 
we will be able to multiply a single clerical 
employee’s efforts many times. 

Economically speaking, we are making 
the electron our servant in the nick of time. 
In a few more years American business 
would have been figuratively snowed 
under by its ever mounting volume of 
paperwork. At the start of the 20th cen- 
tury, for example, only one man in every 
40 employees was a paper worker. With 
pen and ink as his chief tools, this early- 
day clerical was able to keep up with all of 
the demands placed on accounting by 
business. 

Forty years later, however, just prior to 
World War II, our record-keeping task 
had mushroomed into awesome propor- 
tions. Despite the advent of electro- 
mechanical accounting machines, the de- 
velopment of punched-card tabulating 
systems, and the invention of other posting 
and analytical office machinery, by 1940 
it took one employee in every 10—instead 
of one in every 40—to keep up with the 
necessary paperwork. 

But still the tide of record-keeping con- 
tinued to rise. On the crest of this tide, the 
office equipment industry achieved new 
sales records. Business spent hundreds of 
millions of dollars a year for labor-saving 
office equipment. Despite this investment, 
despite the concentrated developmental 
efforts of the entire office equipment in- 
dustry, the volume of paperwork has 
multiplied faster than the tools for han- 
dling it. Last year, according to Census 
Bureau estimates, one out of every six em- 
ployees—instead of one in every 10—was 
a paper worker. There are actually more 
clerical employees in our country today 
than agricultural workers. Clearly, the 
cost of record-keeping has become a 
major economic and management prob- 
lem. It is a dilemma which faces business- 
men everywhere. 


Fortunately, our technology has a pair 
of trump cards with which to meet this 
challenge. 

The first of these is the concept of In- 
tegrated Data Processing, which in our 
alphabetical era quickly became IDP. As 
you know, Integrated Data Processing is 
built around a common machine language 
which can link together, in a continuous 
automatic chain, different machines and 
operations. Its goal is to minimize manual 
effort in data processing. The punched 
card was the earliest means of using the 
IDP concept on an extensive scale, and 
will remain an important tool in this area. 

Our second trump card is the tiny and 
often misunderstood electron. Prior to a 
decade ago, its major service had been in 
bringing entertainment to us—through 
radio and later television—instead of 
helping to keep our businesses economi- 
cally solvent. 

I am sure you are all familiar, at least in 
a general way, with the IDP concept. You 
also have watched the spectacular rise of 
the electronic computer—the fair-haired 
child of our laboratories and drawing 
boards. It is not my assignment to discuss 
in detail today these dramatic develop- 
ments in the field of data-processing. 
Volumes have been written and hundreds 
of speeches made about the giant brain 
and how it will help the large corporation 
or government agency solve many of its 
problems. Instead, I should like to move 
along to some areas of business automation 
with which you may be less familiar. I re- 
fer to the impact that electronic computers 
and their associated equipment will have 
on the small manufacturer, the small re- 
tailer, the small wholesaler, and indeed the 
average housewife. After all, the number 
of small businesses in the country exceeds 
the large ones by many times. With over 
170,000,000 people in the United States, 
anything that affects the lives of these 
people directly, will have a profound in- 
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fluence on our way of life and can’t help 
but influence our present accounting and 
auditing practices. 

The first of these might be described as 
the extension of the punched card con- 
cept—and therefore the IDP concept—to 
additional types of media. For example, if 
data can be punched into a card and there- 
after used and re-used whenever needed, 
then it is conceivable that similar means of 
preserving data can be developed. From 
this realization came the punched price 
tag for the garment industry, which is es- 
sentially a miniature punched card de- 
signed for a specific purpose. 

It also seemed probable that if data 
could be preserved in various types of 
cards through different configurations of 
holes, then by the same token information 
could be punched into a strip of paper 
tape, to be deciphered and extracted later 
when needed. From this concept has 
emerged the punched paper tape recorder. 
This device—a plain-looking box about a 
foot square—seems likely within the next 
decade to become one of the most impor- 
tant machines in tomorrow’s automatic 
office. 

What are some of the potentialities of 
these extensions of the Integrated Data 
Processing concept? 

First, consider retailing. There are ap- 
proximately 1,500,000 small, single-owner 
retail and service establishments in the 
United States. The list includes just about 
any kind of enterprise you could think of 
—service stations, bakeries, apparel shops, 
shoe, hardware, camera, drug, small food 
stores, and so on. 

In practically all of these enterprises, 
the person responsible for managing the 
business is primarily a merchandiser. At 
least we can be fairly sure that he is not 
often an accountant. And yet non-special- 
ist that he is, this man, because of the 
complexities of doing business today, must 
have at his fingertips virtually the same 
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type of information as a multi-million. 
dollar corporation with large accounting 
departments and expensive analytical ma. 
chinery. The result is tedious, time-cop. 
suming and costly pencil-and-paper anal- 
ysis. The small businessman, if he is to 
keep afloat in a sea of government reports 
and other bookkeeping chores, works long 
and hard after store hours; he may even 
enlist the fumbling help of members of his 
family. When paper work becomes too 
burdensome it is the first thing to be sacri- 
ficed. This can be fatal since present tax 
rates, forgotten expenses, purchases, 
charges, etc., can be the death blow toa 
struggling young business. While competi- 
tion grows more intense, while the costs of 
doing business rise, the retailer fights the 
battle of paper work with his inept and in- 


adequate hand methods. And all of thisis 


done at a severe cost in time—time better 
spent in merchandising, sales promotion 
and other aspects of retailing. 

Consider the possibilities offered to this 
retailer by extension of the Integrated 
Data Processing concept to which I re 
ferred earlier. Let us assume that the 
price tags on his merchandise contain—in 
addition to printed information on size, 
style, color, manufacturer and so forth— 
this same data in the form of punched 
holes. Let us also assume that each sales- 
person in his store has his or her individual 
token or card, again with essential infor- 


mation punched in code; and to go a step | 


further, that each credit customer also 
carries a token or card with punched dats 
including the customer’s account number, 
the kind of account, and so forth. 

If, at the time of a transaction, all of 
this information—about merchandise, 
salesperson and customer—can be cok 
lected and preserved automatically, then 
clearly we have the beginning of truly 
automatic accounting in retailing. 

However, we have considered so fat 
only the fixed or nonvariable information 
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involved in a retail sale. What about all 
the factors that change from transaction 
to transaction, factors which cannot be 
covered by such inflexible media as pre- 
punched price tags and salesperson or 
customer tokens? What about prices 
which are subject to change in the form of 
markups or markdowns, discounts, taxes, 
gift wrapping, other charges, and so forth? 

The answer will be a sales registering 
and recording device, a new and versatile 
version of this traditional cash register 
whose horizons have broadened as the con- 
cept of Integrated Data Processing has 
grown. For by means of this new type cash 
register, we can record all variable infor- 
mation about any transaction in a matter 
of seconds. This includes items other than 
sales, such as the recording of expenses, 
purchases, etc. 

Thus, out of the need for more automat- 
ic data-processing in retailing will evolve 
what might be called the “Sales-Tronic” 
system. In its simplest form, a Sales- 
Tronic system could be made up of a spe- 
cial register linked electrically with a 
punched paper tape recorder. The recorder 
punches a paper tape record of all informa- 
tion entered into the register. The data on 
the tape can later be transferred auto- 
matically to punched cards and then proc- 
essed on tabulating machines, or it can 
be fed directly into electronic data-proc- 
essing systems equipped with a paper tape 
reader. 

In more complete form, a Sales-Tronic 
system could include—in addition to the 
register and recorder—a media reader. 
This is a small sensing device which can 
“read” the information on pre-punched 
price tags and salespersons’ and customers’ 
tokens. The media reader then causes this 
information to be punched into paper tape 
by the recorder, along with the data en- 
tered through the register. 

The implications of these developments 
are obvious. For the first time in the his- 
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tory of merchandising, the average re- 
tailer can possess the key to freedom from 
bookkeeping drudgery. Through sales reg- 
istering equipment linked with automatic 
recording equipment, his entire day’s oper- 
ations can be preserved on a strip of inex- 
pensive paper tape. 

At the end of the day the tape can be de- 
livered or mailed to a nearby processing 
center. There, either on tabulating equip- 
ment or through an electronic computer, it 
is processed. Back to the retailer comes 
just about any kind of report he requires. 
Certainly this would include a statement 
of his sales, purchases, expenses, accounts 
receivable and accounts payable figures 
broken down by department or classifica- 
tion. The reports might also contain cumu- 
lative and comparative information. The 
retailer might want to know, for example, 
how his sales and expenses compare with 
those of a year ago. The possibilities as 
you can see, are virtually unlimited. For 
the first time at a price he can afford the 
little fellow would have access to the same 
type of information that is usually re- 
served for the large size corporation. 

You will also note that the sales re- 
cording system of the future is built upon 
a single basic assumption—the correctness 
of the original entry. From this fact we can 
draw a conclusion which is of considerable 
significance to accounting. It is simply 
this: 

Never in the history of accounting have 
sound audit and rigid control, at the point 
of original entry assumed such impor- 
tance. A Sales-Tronic system places in the 
hands of one person—the sales clerk—the 
only manual handling of entries. All sub- 
sequent data perpetuation is automatic. 

Clearly then, it is imperative that the 
basic documents for control and audit be 
sufficiently detailed to compensate for the 
lack of checks and balances of earlier, 
more traditional data-processing systems. 
Otherwise, we shall have built our house on 
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a poor foundation indeed. 
To meet the requirements for auditing 
and control of data entered into the sys- 
tem the device which makes the record of 
original entry takes on added importance. 
First it must produce a detailed journal of 
each entry. It must also have the ability to 
print the same information on the original 
document, i.e., sales slip, purchase in- 
voices, expense vouchers, etc. By printing 
the same reference number on the original 
document and the detailed journal we can 
audit the accuracy and authenticity of the 
information entering the system. 

The new original entry machine should 
also provide daily control information for 
the merchant. This does two important 
things. It provides him with a daily state- 
ment of business so that he knows at all 
times where he stands in relation to sales, 
purchases, expenses, etc. Secondly, since 
his detailed information will be supplied 
by an outside concern it is important that 
the owner of the business possess the con- 
trol figures against which all other figures 
must balance. I don’t believe many mer- 
chants would be content to wait several 
days before they knew if their cash was in 
balance, or if their sales for the day had 
reached the breakeven point. Even more 
important, since the detailed report re- 
garding sales, expenses, purchases, ac- 
counts receivable, etc., will be supplied by 
a service bureau the control figures must 
be determined and controlled by the mer- 
chant and not determined as a by-product 
of adding up the detail information. 

In many respects, the Sales-Tronic sys- 
tem will be similar to conventional sales 
registering systems of today. The point is, 
however, that if audit and control at the 
point of original entry are urgently re- 
quired today, they will be even more essen- 
tial tomorrow. 

So far, I have mentioned only a single 
area in which the highly versatile paper 
tape recorder can integrate the processing 
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of data—that is, the recording of sales jp 
almost every type of retail establishment, 
from the small shoe outlet around the 
corner to the giant department store. The 
paper tape principle is equally applicable 
to almost every type of original-entry 
business machine. In each case it pre 
serves, as a by-product of the creation of 
necessary documents, a complete record of 
original entries for subsequent analytical 
or statistical breakdowns. 

I believe you will agree that although 
less famous than its bigger brother, the 
electronic computer, the paper tape re 
corder is destined to play a steadily grow. 
ing role in the field of record-keeping. In 
fact, our Company alone has approxi 
mately 1,000 of these recorders installed 
and working successfully, with every in- 
dication that the trend will spread and 
grow at a very rapid rate. 

Up to now I have talked about punched 
cards, punched price tags and punched 
paper tape. You may have wondered why 
it is necessary to print arabic numerals for 
us to read and produce the same informa- 
tion in the form of coded holes for machines 
to read. The answer is fairly simple. When 
the Arabs invented their numerals they 
didn’t know anything about electronics, 
and the electronic brains that have been 
developed to date are not smart enough to 
read the arabic figures in their present 
form. 

Though little-heralded, a major break- 
through in data processing is just around 
the corner. I refer to direct character rec 
ognition. This of course is the ability of a 
machine to literally read the same Arabic 
figures you and I read when these figures 
are printed in magnetic ink. As a techno- 
logical advance, direct character recogni- 
tion clearly goes far beyond the principle 
of magnetic tape recording with which we 
are all familiar. 

Direct character recognition is achieved 
through electronic reading heads which 
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scan magnetic-ink figures. The reading 
heads then send wave patterns to a device 
which compares the patterns with those 
stored in a magnetic ‘‘memory.”’ Here, the 

patterns are translated back to figures in 

machine language. 

Again, the implications of such an ad- 
vance in record-keeping techniques are al- 
most self-evident. Certainly, the banking 
industry has been quick to turn to this 
principle as the long-sought key to auto- 
matic handling of checks and other docu- 
ments. It is not surprising that bankers 
are excited by this. potentiality. During 
the past 15 years, for example, the number 
of checking accounts in the United States 
has doubled—to 50 million. More than 9 
billion checks are being written each year. 
And with each check being handled five or 
six times you can imagine the fond expec- 
tations which bankers have attached to the 
concept of direct character recognition. 

Just as in the recording of a retail sale, a 
commercial bank transaction involves 
both fixed and variable information. For 
example, an identifiying number can be 
given both the bank and the depositor. In- 
cidentally, I believe that the time is not 
far off when one of the first things that will 
happen to our children after birth is that 
they will be fingerprinted and given a 
number. This number will be synonymous 
with our name and will be used to identify 
us insofar as checking accounts, charge ac- 
counts, social security accounts, etc. are 
concerned. This information will not 
change, and therefore can be preprinted— 
with magnetic ink—on the depositor’s 
check and deposit slips. 

However, the amount for which each 
check is written is a variable factor. It 
cannot be printed on the depositor’s 
check with magnetic ink until after the 
check has been written. The ideal time for 
Imprinting this amount is during the 
check’s processing through a bank’s cen- 
tral control and proof operation. Following 
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this step, the check is ready for truly auto- 
matic sorting and processing. The possibil- 
ities here for greater efficiency in paper 
handling are enormous. Nor is that the 
end of the story. The advent of Integrated 
Data Processing including electronic char- 
acter recognition, will make it feasible for 
banks to offer hitherto undreamed-of 
bookkeeping services to their depositors. 

Clearly, the miracles of electronics are 
about to be extended to millions of aver- 
age Americans who are, and will remain, 
far removed from the realm of giant elec- 
tronic “‘brains.”’ 

I have discussed recent advances to- 
ward Integrated Data Processing, as 
achieved through punched paper tape and 
through magnetic character recognition, 
because I felt these areas would be of in- 
terest to you. Now, in the time remaining, 
I should like to view the implications of 
these, and other recent data-processing 
developments, to your profession. 

I stated earlier that accounting is facing 
the most challenging, yet potentially re- 
warding era in its history. By ‘“‘challeng- 
ing,” I mean that today, as never before, 
the accountant must remain abreast of 
every major development in data-proc- 
essing. By “potentially rewarding,” I re- 
fer to the profession’s golden opportunity 
to offer ever-broadening services to man- 
agement. 

Truly, management is looking to you to 
translate into practical benefits the new 
concepts in record-keeping which tech- 
nology is producing. Thus, although book- 
keeping will tend to become more and 
more automated in the years ahead, the 
functions of the accountant will increase in 
stature. There will be a growing demand 
for intelligent counseling in the use of our 
new electronic tools—their advantages 
and disadvantages. Top management will 
find a pressing need for constructive rec- 
ommendations on reports and reporting 
methods. And here, perhaps, it is advisable 
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to add a word of caution: Be prepared 
when that time arrives to fill the greater 
responsibility which tomcrrow will re- 
quire. For if the accountant is found inad- 
equate in knowledge, or capacity to adjust 
to new techniques, there is a very real dan- 
ger that his traditional functions will be 
usurped by the technician. 

I do not believe that many accountants 
will find themselves in that undesirable 
position. Through your professional or- 
ganizations you are doing a competent job 
of studying forthcoming accounting re- 
quirements in the light of new technologi- 
cal advances. Meetings such as this are 
also contributing immeasurably to the 
broadening of the profession’s horizons. 

The teaching profession, I believe, is 
equally alert to the potentialities that 
have been opened in the field of data-proc- 
essing during the past few years. There is 
a widespread realization that the student 
coming from the high school, college or 
university must be instructed in account- 
ing machinery as well as in basic account- 
ing principles. Otherwise, business will 
founder in the quagmire of mounting 
paper work. 

All of us—the business machine manu- 
facturer, the accountant and the teacher— 
must go down this road together. Our 
futures are interdependent. We must com- 
prehend and then weigh the desirability of 
the new reports which for the first time in 
accounting history are becoming economi- 
cally feasible for the average business. 
There has long been need, for example, for 
more analytical information on sales, in- 
ventory and usage, and manufacturing 
and distribution costs. At the same time, 
we must resist the temptation to over-re- 
port, to produce such a bulk of information 
that management is left with a severe 
case of statistical indigestion and resultant 
disillusionment. 

We must also realize that we can no 
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longer guide the accounting proces 
through every single step as it takes place 
We shall be dealing increasingly with jp. 
visible figures and statistics. We shall hay. 
to decide where we are going and why; 
up the mechanism for capturing an 
auditing necessary data at their source: 
and then defend our integrated system 
against such inroads as outmoded com. 
pany traditions, interdepartmental rival. 
ries or frictions, and fear of change caused 
by misunderstanding of what the system 
has been designed to accomplish. 

In this latter respect, I cannot stress to 
strongly the necessity of obtaining—and 
maintaining—the active cooperation o 
top management. This support is the only 
foundation upon which a truly integrated 
system can stand. Without this support, 
even the best system will eventually fall 
prey to internal pressures which tend to 
diminish its effectiveness. 

From the standpoint of audit, our fun- 
damental control will be at the point of 
original entry, as previously mentioned. 
Then, if our basic system concepts are 
sound, subsequent audits can be limited tp | 
only those protective print-outs which 
safety requires. 

On one of the buildings at The National 
Cash Register Company’s Dayton factory, 
there is a maxim in large letters, which! 


believe points up what we have been dis 
cussing here today. It reads, ‘““‘We Progress 
Through Change.” 

If that is true—and I believe it is—then 
record-keeping is about to enter its period 
of greatest progress. Never have mor 
changes been in the offing. 

Because of these pending changes, you 
and I are faced with heavy responsibilities. 
But we must also remember that respon- 


sibilities bring opportunities. This is the § 


yardstick by which we should measure the 
forthcoming era of office automation. 
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ASSOCIATE MEMBERSHIPS 


tion, the numbers of new Associate Memberships are reported by schools. These 


Me THE INFORMATION of teaching members of the American Accounting Associa- 


include all applications processed by our Secretary’s Office during the period of 
August 26, 1957 through January 15, 1958. 


Indiana University (156) 


Bently School of Finance 


LaSalle Extension University 


Husson College 
Miami University, Ohio 
Michigan State University 


Bryant College 

Duke University 

Farleigh Dickenson College 
Howard University 


Bellarmine College 

Brooklyn College 

Catawba College 

DePaul University 

Florida State University 
Harpur College 

Harvard University 
Pennsylvania State University 


Akron University 
Assumption College 
Christian Brothers College 
College of Steubenville 
Columbia University 
George Washington University 
Tona College 

Jacksonville State College 
Johns Hopkins University 
Los Angeles State College. 
Loyola University 


Over 300 members 
John Carroll University (395) 


80-200 members 
Temple University (119) 


50-60 members 


New York University 


40-50 members 
San Jose State College 


30-40 members 


Northwestern University 
University of California, Los Angeles 
University of Illinois 


20-30 members 


Indiana State Teachers College 
North Texas State College 
Ohio State University 


10-20 members 


State Teachers College 
Tennessee Polytechnic Institute 
University of Buffalo 
University of Denver 
University of Detroit 
University of Missouri 
University of Pennsylvania 
University of San Francisco 


5-10 members 


Macalester College 
Marquette University 
McGill University 
Montana State University 
Pan American College 
Portland State College 
Rutgers Universit: 

San Diego State College 
San Francisco State College 
Tulane University 
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University of Miami (88) 


University of South Dakota 


University of Michigan 
University of Texas 


University of Colorado 
University of North Dakota 
University of Washington 


University of Southern California 
University of Utah 

University of Wisconsin 
Villanova University 

Wake Forest College 

Walton School of Commerce 
West Virginia University 


University of Akron 
University of Alabama 
University of Idaho 
University of Kentucky 
University of New Mexico 
University of North Carolina 
University of Puerto Rico 
University of Tulsa 

Wayne University 

Xavier University 
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Abilene Christian College 
Alabama Polytechnic Institute 
American University 

Anderson College 

Antioch College 

Ashland College 
Baldwin-Wallace College 
Baltimore College of Commerce 
Baylor University 

Bob Jones University 

Boston University 

Bowling Green State University 
Bradley University 

Brigham Young University 
Butler University 

Capital University 

Carnegie Institute of Technology 
Casper College 

Catholic University of Puerto Rico 
Centenary College 

City College of New York 
Cleary College 

Colorado College 

Concord College 

Dallas College 

Delta State Teachers College 
Drake University 

Drexel Institute of Technology 
Duquesne University 

Eastern Nazarene College 
Elizabethtown College 

Elon College 

Fenn College 

Fresno State College 

Geneva College 

Georgia State College 

Golden Gate College 

Goldey Beacon College 
Grambling College 

Greenville College 

Harding College 

Henry Ford Community College 
Hitotsubashi University 
Hoistra College 
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Less than 5 members 


Iowa State College 

Kansas State Teachers College 

Kent State University 

LaSalle College 

Lehigh University 

Long Island University 

Los Angeles City College 

Louisiana Polytechnic Institute 

Louisiana State College 

Manhattan College 

McNeese State College 

Memphis State College 

Metropolitan Business College 

Miami-Jacobs College 

Millikin University 

Moravian College 

Morton Junior College 

New England School of Accounting 

Northeastern University 

Northern Illinois State Teachers 
College 

North Park Junior College 

Odessa College 

Ohio University 

Oklahoma State University 

Oregon State College 

Pace College 

Pennsylvania Military College 

Providence College 

Queen’s University 

Regis Colle 

Reid CPA 

Rockhurst College 

Roosevelt University 

Russell Sage College 

Sacramento State College 

St. Louis University 

St. Mary’s University 

St. Thomas College 

St. Vincent College 

San Diego Junior College 

Santa Ana Junior College 

Siena College 


Southern Methodist University 
Southern State College 
Southwest Missouri State College 
Spring Hill College 
Stanford University 
Syracuse University 

Texas A & M 

Texas Christian University 
Texas Technological College 
Texas Western College 
University of Arkansas 
University of Bridgeport 
University of California 
University of Chicago 
University of Cincinnati 
University of Connecticut 
University of Dayton 
University of Delaware 
University of Florida 
University of Houston 
University of Kansas 
University of Kansas City 
University of Minnesota 
University of Mississippi 
University of Nebraska 
University of Nevada 
University of Oklahoma 


University of Omaha 
University of Oregon 
University of Pittsburgh 
University of Rhode Island 
University of Rochester 
University of Scranton 
University of Tennessee t 
University of Wichita 
Washington & Lee University 
Washington & Jefferson 
Washington State College 
Washington University 
West Texas State Teachers College 
Wharton Graduate School of Fi- 
nance and Commerce 
Wichita University 
Wright Junior College 
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REPORT OF NEW MEMBERS, 1957 


James Don Epwarps, Chairman 
MEMBERSHIP COMMITTEE 

West Virginia. . . John O'Sullivan & Veen 
Wisconsin... . . .. John T, Burke & Edward Lynm. 


Others Outside the U.S.A... 
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11 
10 
110 
30 
28 
12 
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AMERICAN ACCOUNTING ASSOCIATION PER. 


SONNEL PARTICIPATING IN THE CPA 
THEORY EXAMINATION 
QUESTION STOCKPILING PROJECT 


EVERAL YEARS AGO the Board of Ex- 
aminers of the American Institute of 
Certified Public Accountants through 


its Educational Director requested the 
American Accounting Association’s Com- 
mittee on CPA Examinations to conduct a 
project to help the Board of Examiners 
stockpile questions on Theory of Accounts 
for the CPA Examination. 

In an attempt to increase the number of 
questions submitted, the 1957 AAA Com- 
mittee decided to try some modification in 
the procedure previously followed by the 
Committee. 

The new procedure adopted by the 1957 
Committee was as follows: 

Each accounting department head or 
chairman in colleges that were members of 


the American Association of Collegiate 
Schools of Business were requested: 

1. to appoint a staff member in their de- 
partment to encourage fellow faculty 
members to submit questions and answers 
in the theory area to the AAA Committee 
on CPA Examinations for processing and 
forwarding to the Board of Examiners; 

2. to recommend to the Chairman of the 
AAA Committee on CPA Examinations 
accounting teachers in other schools in 
their area, not members of AACSB, who 
they believe qualified to prepare theory 
questions. 

Although the project got underway late 
in the Spring of 1957, the following list of 
schools, supervisors and contributors par- 
ticipated in the program: 


School 


Supervisor 


No. of 
Contributor Questions 


University of Alabama 

University of Arizona 

University of Arkansas 

Baylor University 

Boston College 

University of Buffalo 

University of California (Berkeley) 
University of California (Los Angeles) 
University of Southern California 
The University of Chicago 
University of Cincinnati 
University of Colorado 

Columbia University 

Cornell University 

Dartmouth College 

DePaul University 


University of Detroit 

Drake University 

Emory University 

Evansville College 

University of Florida 

Fordham University 

Georgia State College of Bus. Adm. 
University of Georgia 

Harvard University 


William H. Whitney 
Fred O. Bogart 
Nolan E. Williams 
Emerson O. Henke 
Stanley Dmokowski 
Kenneth W. Pasch 
Lawrence L. Vance 
A. B. Carson 

David H. Li 

George H. Sorter 
Arthur W. Holmes 
Vinton S. Curry 
William C. Lins 
Joseph E. Hampton 
Leonard E. Morrissey, Jr. 
E. H. Weinwurm 
Richard J. Bannon 


E. O. Henke 


L. W. Matusiak 


L. J. Benninger 
Edward F. Marek 
Catherine E. Miles 
Frank Mulling 
Neil E. Harlan 


E. F. Marek 


(continued on next page) 
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Theory Examination 


University of Illinois 
Indiana University 
lowa State College 
University of Kansas 


Lehigh University 


Miami University 


New York University 


Ohio University 
University of Oregon 


Rutgers University 


St. Louis University 
} University of San Francisco 


| Spring Hill College 


Syracuse University 


Tulane University 
University of Utah 
Wake Forest College 


School Supervisor Contributor ll 
Vernon K. Zimmerman 
D. Lyle Dieterle 
Donald W. Brown 
State University of Iowa Daniel L. Sweeney 
Wiley S. Mitchell 
University of Kentucky Robert D. Haun 
Wendell P. Trumbull W. P. Trumbull 4 
Carl L. Moore 1 
Los Angeles State College Donald L. Raun 
Louisiana Polytechnic Institute W. R. Rives 
University (New Orleans) William P. Carr 
Loyola University (Chicago) Adam Stach Adam Stach 1 
John Prendergast 1 
Thomas McCracken 1 
University of Maryland Leroy L. Lee 
E. Ben Yager 
Michigan State University J. D. Edwards 
University of Michigan Samuel R. Hepworth 
University of Minnesota Jack Matthews 
University of Minnesota (Duluth) John A. Dettman 
University of Missouri Joseph A. Silvoso 
City College of New York Leo Rosenblum Stanley B. Tunick 3 
Morton Backer 
University of North Carolina William A. Terrill 
Northwestern University T. Leroy Martin 
The Ohio State University Lauren F. Brush 
Warren H. Reininga 
Charles E. Johnson 
University of Pennsylvania Rufus Wixon 
William J. von Minden 
Flavio J. Guerra 
Kenneth G. Young 
Southern Methodist University Melvin Riley 
Franklyn H. Sweet 
Evroul S. Germain 
North Texas State College Tom Rose 
Texas Technological College Reginald Rushing 
The University of Texas James G. Ashburne 
Peter A. Firmin 
Gordon J. Miller 
Delmer P. Hylton 
State College of Washington Eldon S. Hendriksen E. S. Hendricksen 4 
Washington University J. S. Schindler 
University of Washington Arthur N. Lorig A. N. Lorig 3 
University of Wisconsin E. J. Blakely Roy E. Tuttle 1 
University of Wyoming J. F. Messer 


1957 Committee on CPA Examinations 


James S. LanHaM, Chairman 
Morton BACKER 
DonaLD J. EMBLEN 
ROBERT MEIER 
Louis W. MATUSIAK 
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CONFLICTING CONCEPTS OF INCOME FOR 


MANAGERIAL AND FEDERAL INCOME 
TAX PURPOSES* 


Rosert G. Cox 
Associate Professor, University of Pennsylvania 


s American business grew from 
A small, localized proprietorships to a 
great number of large corporate en- 
terprises, the role of accounting also 
changed. Accounting reports no longer 
could be designed to serve owners only, 
but had to meet the needs of management, 
owners, other investors, labor, regulatory 
bodies, federal and state agencies and, in 
many instances, society itself. The need 
for “generally accepted principles of ac- 
counting” became more apparent. This 
need has often been demonstrated and 
need not be repeated here. It is sufficient 
to note that in meeting this need the 
development of basic concepts has been a 
steady process. 

Basic concepts and assumptions are 
more than vague notions of classroom fads. 
They are concrete foundations designed to 
form the basis of intelligent and useful re- 
porting of the effects of business transac- 
tions upon the financial affairs of the en- 
terprise. Without reliance upon basic con- 
cepts which form the heart of accounting, 
meaningful determination of periodic net 
income cannot be obtained. Although con- 
cepts or principles of accounting are ex- 
pressed in different ways, it is generally 
true that when differences in terminology 
are reconciled a sound body of accounting 
logic may be established. For example, 
whether titled ‘Principle of Objective De- 
termination,” “Concept of Objective, Veri- 
fiable Evidence” or “Principle of Support- 
ing Documents,” a central theme relating 


* This 


per was presented at Round Table No. 6 at 
the ann i 


meeting of the American Accounting Associ- 


ation, University of Wisconsin, August 28, 1957. 
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to the need for objectivity in accounting 
can be established. Similarly, ‘Cost Con. 
cept,” “Principle of Invested Cost” and 
“Historical Cost” are but different ways of 
emphasizing the utility of bargained 
prices in recording business transactions, 
Unfortunately, the term, “generally ac- 
cepted principle” is more often used to 
describe procedures than underlying con- 
cepts. Undoubtedly, there are many in 
the profession who speak glibly of “gen- 
erally accepted principles” without the 
faintest idea of what the basic concepts 
are or what purpose they serve. They are 
not, however, to be condemned, for the 
expression “generally accepted principles” 
is equally applicable to contradictory 
concepts and alternative methods by the 
profession. The phrase, “acceptable ac- 
counting principles,” has come to have 
little or no significance in the auditor's 
opinion for it is almost impossible to find 
agreement on the nature of the principles. 
Too often “generally accepted”’ is inter- 
preted to mean whatever the income tax 
law permits. The conflicts which exist be- 
tween managerial and taxable income are 
equal responsibilities of taxing authori- 
ties and the accounting profession. The 
conflicts will persist unless efforts are made 
by the profession to establish a consistent 
statement of accounting principles which 
may serve as guides to financial reporting, 
and legislators modify tax regulations in 
an effort to measure income on a basis 
more consistent with accounting theory. 

Federal income tax legislation serves 
many roles beyond the collection of rev- 
enue. A few of these objectives include (1) 
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improvement of social welfare, (2) eco- 
nomic stimuli, (3) economic penalties, 
(4) encouragement of international trade, 
(5) redistribution of national income, (6) 
control of inflation or deflation, (7) defense 
production and (8) political expediency. It 
cannot be denied that Congress has the 
privilege (and rightly so) to create what- 
ever legislation it deems necessary to meet 
any or all of the different objectives of tax 
legislation. If these objectives are best at- 
tained through taxation of income, the 
right of the legislative bodies to designate 
what is and what is not income for tax 
purposes cannot be challenged. 

It may be strongly argued that tax 
legislation should have little or no effect 
upon the establishment of accepted prin- 
ciples of accounting. The fact remains that 
tax considerations have come to play the 
most important role in many business de- 
cisions. The practicing accountant is duty 
bound to assist his client in arriving at the 
most favorable way of measuring income 
for tax purposes. This pressure alone ex- 
plains how many practices, otherwise 
unacceptable, become sanctioned. It seems 
logical to assume that depreciation based 
upon replacement cost would receive im- 
mediate sanction by the accounting pro- 
fession if authorized by tax law, not on 
its merits or as the result of serious study, 
but solely because of pressure brought 
about by business managers. 

Periodic measurement of net income is of 
primary importance in both accounting 
and federal taxation. Professor Littleton, 
discussing the central purpose of account- 
ing, notes “For many uses the most im- 
portant data from accounting are the rev- 
enue charges and the revenue credits by 
means of which enterprise efforts are 
periodically matched against enterprise 
accomplishments.” Certainly, in any anal- 
ysis of income tax legislation, the ques- 


* Littleton, A. C., Structure of Accounting Theory, 
can Accounting Association, 1953, p. 23. 
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tion of what is income is of great impor- 
tance. The tax code, however, does not 
attempt to establish a basic definition of 
income. A cohesive body of concepts of 
income is completely lacking. Instead, the 
code has created many different defini- 
tions of income depending upon the in- 
dustry involved, the method of accounting 
employed and the nature of the entity 
taxed. What may be isolated as principles 
of income applicable to retail trades are 
unlike and contradictory to the principles 
which are set forth for mine operators, 
farmers or lumber companies. 

It is not the purpose of this discussion 
to examine all of the detailed conflicts be- 
tween accounting theory and tax regula- 
tions. A review of some of the major 
points of conflict, however, will serve to 
focus attention upon the nature of the 
problem. 


Cash Basis of Accounting 


Few in the teaching profession will de- 
fend accounting for income on a cash re- 
ceipts and disbursements basis, even for 
professional groups and individuals. With- 
out conversion to the accrual basis, this 
method results in a serious distortion of 
periodic income. It has little, if any, utility 
to management in the intelligent planning 
and control of business activities. Although 
the adoption of the general rule that in- 
come should be determined “in accordance 
with the taxpayer’s regular method of ac- 
counting” in 1918 did much to improve 
upon cash basis rules established in earlier 
codes, the cash basis remains 40 years 
later as an “evil to be embraced” in many 
instances. The taxpayer is permitted and 
even encouraged to arbitrarily shift in- 
come from one period to another. Such 
advice, found in the Code, is not conducive 
to honest reporting. The accountant is 
forced into a juggling act when this 
method is used. It is discouraging to note 
the many articles which appear in account- 
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ing periodicals, publications of public ac- 
counting firms and financial pages of news- 
papers under the general theme, ‘“Advan- 
tages of the Cash Basis of Accounting.” 
Many of the conflicts between accounting 
and tax concepts of income are directly 
related to use of the cash basis of income 
determination for tax purposes, particu- 
larly in business situations. 


Measurement of Revenue 


Conflicting concepts of revenue meas- 
urement and recognition represent a sec- 
ond broad area in which serious contradic- 
tions may be found. 

Revenue may be defined in accounting 
as “an inflow of assets resulting from the 
sale of goods and services.” Its recognition 
is directly associated with efforts ex- 
pended. Although when circumstances 
merit, revenue may be recognized before 
or after transfer of title, the sales basis of 
revenue recognition is generally considered 
normal. Recognition of revenue does not 
imply realization in cash. For tax pur- 
poses, these tests for revenue recognition 
are often ignored. For example, receipts 
for warehouse storage, transportation and 
rent must be reported as revenue even 
though services have not yet been ren- 
dered. On the other hand, revenue recog- 
nition is deferred to a period after services 
or sales have been made when the cash 
basis is used. 


The Cost Basis 


Similar fundamental discrepancies exist 
between managerial concepts of cost and 
cost as it is interpreted for tax purposes. 
For managerial purposes, cost may be de- 
fined as a bargained price in an arm’s length 
exchange transaction. In transactions not 
involving an outlay of funds, it is measured 
in terms of the fair market value of the 
goods or services given up. Cost for tax 
purposes means many different things. It 
may be price paid, value at time of ac- 
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quisition, a discovery value, a substituted 
value or other adjusted basis. It is well 
established in accounting theory that the 
cost of an asset acquired in a trade is 
measured in terms of the fair market value 
of the asset traded plus cash to boot. In 
the same exchange transaction, cost for 
tax purposes is measured in terms of the 
undepreciated basis (which may not relate 
back to original cost) plus cash to boot. 
Loss or gain is not recognized, but is added 
to or offset from the price of the asset re- 
ceived. As a result of this procedure, costs 
of services associated with discarded assets 
are continued into the future, long after 
any benefit can be obtained. 

Many conflicts between managerial in- 
come and taxable income arise in the 
allocation of cost (or its substitute) to ac- 
counting periods. Many of these conflicts 
are related to timing of expenses, others to 
method. Currently, tax methods for de- 
preciation are outstanding illustrations of 
the influence that tax legislation has upon 
“acceptable accounting principles.” De- 
clining balance depreciation has, in a very 
short time, been widely adopted by busi- 
ness organizations. Its acceptance was not 
the result of studied evaluation of the role 
of depreciation by professional and aca- 
demic groups, but an end product of 
changes in the 1954 Code. From the 
writer’s point of view, there is no more 
justification for arbitrary use of “sum- 
of-the-years’ digits method” or “double 
straight line depreciation” than there is 
for use of the “dart-board method”—s 
method of selecting rates of depreciation 
by throwing darts at a board containing 
an array of figures. Throughout the busi- 
ness community, however, pressure 1s 
mounting for use of these methods. Prac- 
ticing accountants appear foolish if they 
argue that declining balance depreciation 
income for managerial purposes is dis 
torted. 

Similarly, “percentage depletion” for 
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tax purposes is inconsistent with mana- 
gerial concepts of cost allocation. One need 
not quarrel with the merits of “percentage 
depletion” nor question the right of Con- 
gress to grant subsidies to specific indus- 
tries or to create special inducements to 
prospectors and pressure groups in order 
to recognize that this method has come 
into existence in contradiction to account- 
ing theory of cost allocation. Certainly, 
this provision has introduced conflicts 
which might have been avoided if Con- 
gress had permitted a separate deduction 
for extractive industries after the deter- 
mination of taxable income or had per- 
mitted a direct credit against the tax! 


Other Areas of Conflict 

In other areas, tax law has had direct 
influence upon accounting principles or 
has opened the way for practices which 
are based upon expediency and not ac- 
counting logic. Treatment of major im- 
provements and renovations, capital-gains 
regulations, limitations imposed upon 
charitable contributions and deferred com- 
pensation are but a few of these areas. 


Significance of the Problem 


The problem of conflicting concepts of 
managerial and taxable income is signifi- 
cant for all in the accounting profession 
because in time, unless these differences 
are reconciled, or at least clearly distin- 
guished, the accounting profession can 
only suffer. Experiences in foreign coun- 
tries which permit arbitrary selection of 
amounts of depreciation by taxable entities 
depending upon the whims and guesses of 
business managers should serve as warn- 
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ings to accountants in this country. In 
these countries methods employed for tax 
purposes must be incorporated into the 
taxpayer’s records. In time this require- 
ment has led to meaningless reports and 
statements for managerial purposes. Be- 
cause the independent accountant must 
qualify his reports to explain the lack of 
utility of statements drawn from records 
kept on a tax basis, his reputation has de- 
clined considerably. In this country tax 
regulations have already opened the door 
towards a similar result in requiring that 
the taxpayer adopt LIFO in his records if 
this method is used for tax purposes. 

Because managerial concepts of income 
and concepts of income for tax purposes 
serve vastly different objectives, it is not 
reasonable to expect that all conflicts 
which arise between the two groups of 
concepts can be eliminated. If members of 
the accounting profession are unwilling to 
accept the proposition that income tax 
regulations should serve as guides in the 
development of “accepted accounting 
principles,” they should take the leader- 
ship in determining wherein irreconcilable 
conflicts exist, in recommending ways of 
avoiding or eliminating unnecessary con- 
flicts and in clearly distinguishing between 
those concepts which are not acceptable for 
managerial purposes even though required 
or recommended for tax purposes. A good 
start was made by the Committee of Ac- 
counting Concepts and Standards in 1952 
when it published Supplementary State- 
ment #4—Accounting Principles and Tax- 
able Income. Little has been done in the 
time which has since passed to follow up 
the recommendations of this group. Fur- 
ther investigation is called for. 
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ACCOUNTING REDISCOVERED 


A. C. LITTLETON 
Professor (Emeritus), University of Illinois 


LTHOUGH the literature of account- 
ing has deep roots in the distant 
past, little of it reflects an interest 

in the growth of its ideology. Yet the for- 
mative actions which originally produced 
accounting, and later matured it toward 
larger service, necessarily appeared in 
association with ideas and intentions. And 
these motivating elements in turn were 
necessarily related to problems and condi- 
tions of the times in which the evolution- 
ary actions took place. 

A relativity theory of the way ideology 
evolves is not new, but it has not been 
applied to accounting history. Economists 
have long realized that over the years 
much of the impulse to write anew about 
economic principles originated in the mood 
of the times. This awareness of the rela- 
tivity of economic thought to its time of 
appearance has produced a special litera- 
ture—history of economic doctrine. 

The focus of interest in accounting how- 
ever has for centuries been turned toward 
its usefulness in practical affairs. Its evolu- 
tionary development has been strongly 
influenced by that fact. Its service from 
the beginning has been that of expressing 
and systematically organizing the data 
of economic acts and business decisions 
stated in quantitative terms. The accept- 
ability of that kind of service has been so 
positive that the literature has been con- 
cerned with improved technology and the 
professionalization of independent audit- 
ing. 

Here too a principle of relativity has 
been at work. But in this case the working 
of that principle is not easily detected in 
the literature. No procession of accounting 
authors has been analyzing the accounting 
acts and ideology of their time and earlier, 


and putting their reasoning and condu- 
sions into print. Idea evolution remains to 
be discovered—mined from beneath the 
thick over-burden of described practices, 

Accounting itself was not “discovered”; 
it did not exist in nature or human nature 
awaiting an explorer. Nor was the initial 
technology—which later was to be re- 
peatedly “rediscovered”—a happy inven- 
tion out of a flash of insight. The basic 
framework evolved in the course of per- 
haps three centuries out of the trial and 
error experiences of traders who were sen- 
sitive to such economic relations as those 
which joined capital productively em- 
ployed and the income that was the fruit of 
that employment. 

Although the recording methodology 
which developed into accounting is usu- 
ally called double-entry bookkeeping, a 
much more descriptive name would be 
“Ttalian capital-income accounting.” That 
phrase carries a deeper significance than 
duality. For dual entry and equality of 
trial balance totals are very superficial 
aspects of accounting technology. The real 
essence of the Italian contribution lies in 
the skillful integration of real and nominal 
accounts. It is this technical aspect which 
makes visible, in account figures, the in- 
terrelation of capital in use and the income 
which results from management’s super- 
vision of that use. 

After Italian capital-income accounting 
had slowly spread throughout the world, 
there came a time when acquaintance with 
its techniques stimulated discovery of 
previously unsuspected potentialities. In 
this sense, accounting has been repeatedly 
discovered. It is significant of the vitality 
originally built into early bookkeeping 
that most “rediscoveries” have come 
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within the last one hundred years. 

One of these rediscoveries can be dated 
in the first half of the nineteenth century 
and placed in Great Britain. In retrospect, 
it seems the result of a real inspiration that 
men should see in accounting, which was a 
technology traditionally dedicated to use 
in private business, an instrument capable 
of serving the public interest of that day. 
Yet there were contemporary circum- 
stances which make the outcome a com- 
pletely logical answer to the contemporary 
problem. 

It was clearly in the public interest to 
help British investors gain protection in 
the future against past types of fraudulent 
company promotions, thus to encourage 
the productive employment of savings in 
the development of public utility services. 
The protective mechanism chosen was 
publicity for company affairs—as to com- 
pany promotion and company operation. 
To implement that policy, companies were 
required by stature to keep accounts and 
to prepare annual balance sheets from 
them (in a newly devised, interpretative 
form). These reports of directors’ steward- 
ship must be audited and sent to all share- 
holders. 

This effective solution of a pressing 
social and economic problem was no 
fabrication of a lively imagination. British 
historical background revealed the nature 
of stewardship responsibilities, the useful- 
ness of audits, and provided ideas which 
could lead to an interpretative arrange- 
ment of balance sheet data. 

A second rediscovery of accounting took 
place some distance into the twentieth 
century in the United States and at a time 
when businessmen discovered unexpected 
potentialities in capital-income accounting 
for extensive new services in aid of deci- 
sion-making in large manufacturing opera- 
tions. 

When the American economy had devel- 
oped in the direction of mass production 
and mass markets, men found ways of 
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expanding the managerial service of ac- 
counting. Large investments in fixed as- 
sets and the competitive significance of low 
unit cost of products gave added im- 
portance to close control over operations. 
As a result, accounting evolution took 
another step; presently we see the out- 
come taking form: standard cost account- 
ing, industrial budgeting and operation 
planning, controllership, research in anal- 
ysis techniques and in methods for use 
in shop and office. 

At about the same time university 
schools of business were improving their 
programs of training for careers in busi- 
ness. Accounting was early recognized as 
an important tool in aid of business deci- 
sions and as the technical basis for the 
growing profession of public accounting. 

Perhaps the major American contribu- 
tion to the modern evolution of account- 
ing could be compacted into the term 
“administrative accounting.” By mid- 
century the administrative potential of 
business accounting was recognized as 
also adaptable to improving the adminis- 
tration of divisions of the Federal Govern- 
ment. The term administrative account- 
ing therefore is taking on a broad meaning 
and the scope of the contribution is ex- 
panding. 

The third rediscovery of accounting is 
quite recent. It is perhaps an oversimplifi- 
cation to say it came about as a by-product 
of war, depression, war; but there is a 
discernible relationship. Information de- 
rived from “social accounts” proved so 
helpful to deciding important matters of 
public policy under those conditions that 
the statistical tabulations which acquired 
this name may appropriately fall under the 
broad category of administrative data. 
Obviously the data are from “accounts” 
only in a special sense of that word, and 
they have an administrative focus, in a 
special sense of that phrase. 

Certain surface characteristics of busi- 
ness accounts and financial statements 
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(e.g. dual entry, equality of summary 
totals) are useful for classifying and pre- 
senting data about national product and 
income. But this much adaptation would 
not duplicate the essence of capital-income 
accounting. Integration of balance sheet 
(capital) and profit and loss statement 
(income) are lacking in this scheme of na- 
tional statistics. The analogy to business 
accounting therefore is clearly tenuous, 
even though the tabulations supply data 
useful in the formation of governmental 
policy. 

Because these data have greatest signifi- 
cance to economists and public servants, 
and the methodological adaptation has 
been devised by economists, it is not un- 
reasonable to think of this development as 
indicating a third “rediscovery” of ac- 
counting, this time by economists. An in- 
creasing number of contributions to the 
current literature has come from econo- 
mists who, in one way or another, evidence 
an interest in accounting matters. Some 
seem interested in reform of accounting 
ideas; others in certain educational as- 
pects of accounting theory. 

One line of discussion centers upon an 
asserted unreality in the usual calculation 
of enterprise net income—a condition 
which, it is said, could be corrected by 
clearing revenue charges, especially those 
for fixed asset depreciation expense, of the 
effect of changes in the purchasing power 
of the dollar. The other line of discussion 
centers upon a perceived relation between 
economics and accounting, the latter be- 
ing conceived as a universally useful in- 
strument for the classification and quan- 
titative measurement of data. The second 
kind of interest in accounting will be con- 
sidered presently. 

The asserted need for correcting the ac- 
counting calculation of business income 
seems directly related to certain data de- 
sired for use in the statistics of national 
income. If adjustment for changing pur- 
chasing power were made by all whose 


income data find their way into social 
accounts, the message of those tabulations 
would more closely reflect the economist’s 
idea of “income.” Useful as such adjusted 
figures might well be for some purposes, a 
difficulty arises when a proposal is made 
or implied that established accounting 
procedures might well be modified in 
order to produce directly income figures 
cleared for price level change. 

Use of collateral, interpretative data 
reflecting the calculated impact of price 
level change, raises no objections from 
accountants. They realize how much users 
of account data need a variety of inter- 
pretative presentations to help them pene- 
trate to the significance of the results of 
accounting processes. Growth in this as- 
pect of accounting is one of the noteworthy 
achievements of its evolutionary develop- 
ment. But outright modification of ac- 
count-keeping has been hard to get ac- 
cepted. 

It would seem that beneath the litera- 
ture of this discussion of reality in account- 
ing lies a measure of failure to take sufh- 
cient note of the justifiable relation of 
accounting ideas to the necessary pre- 
occupation of accountants with individual 
concerns. In view of economists’ preoc- 
cupation with philosophy and _ public 
policy, this oversight is understandable. 
Concern over public policy points up a 
desire for the best possible basic data for 
interpreting changes in the nation’s econ- 
omy. Concern for philosophical truths in 
the area of economics may account for 4 
critical reaction toward practical business 
and accounting judgements, in the belief 
that they are shot through by expediencies 
and conventions, and that therefore they 
are quite unscientific from not resting upon 
a conclusion logically drawn from a chai 
of stated premises. 

In the Journal of Accountancy recently 
(May 1957) emphasis was given to the 
limited function of accounting by printing 
an excerpt from Oswald Knauth’s book of 
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last year, “Business Practice, Trade Posi- 
tion and Competition.” 
“The aim of accounting is not so much to 


arrive at eternal truth as to present a useful work- 
ing tool, a guide for judgement. The postulates 


assumed in accounting ... are not adopted be- 
cause they are universally true but because they 
are useful.” 


In the same number of the Journal of 
Accountancy, Professor Norton M. Bed- 
ford gives evidence of a thorough under- 
standing of economic reasoning and a 
clear knowledge of accounting theory and 
practice by making a careful and en- 
lightening examination of certain points of 
disagreement between economic ideas and 
accounting ideas. He includes this observa- 
tion (p. 58) regarding managerial use of 
account data: 


“If past activity was performed in an atmos- 
phere of changing prices and it is assumed that 
the same atmosphere will prevail in the future, 
unadjusted data may be more useful than ad- 
justed data as a basis for planning and control 
decisions.” 


Now that the flurry of discussion about 
adjusted account figures seems to be taper- 


ing off, the time may be ripe for contribu- 
tions to the current literature on other 
phases of economics for accountants and 
accounting for economists. If the ideo- 
logical base standing beneath generally ac- 
cepted practices were uncovered and 
clearly described, such material would be 
very useful for students of accounting and 
economics alike. 

For many years the schools which make 
up the membership of the American Asso- 
ciation of Collegiate Schools of Business 
have done more than may be realized 
abroad to keep economics and accounting 
in close contact in the same programs. The 
later growth of post graduate work in 
these schools, including that leading to the 
doctorate, has substantially advanced that 
contact. Although modern trends in the 
teaching of economics in these schools 
may have generated some dissatisfaction 
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(from an apparent disproportion of time 
devoted to social economics in contrast to 
business economics) no concerted move- 
ment is discernible to bring about a re- 
construction of economics teaching in the 
light of the needs of students of business, 
useful as some change might be. Yet some 
writers, mostly economists, press for ideas 
which imply, if they do not directly state, 
that the methods and therefore the teach- 
ing, of accounting are not in tune with the 
times. 

It is well known, and significant, that 
contact between economics and accounting 
was recognized in the literature a genera- 
tion ago or more by such writers as Irving 
Fisher, J. M. Clark, J. B. Canning. Indica- 
tions now appear that further “redis- 
covery” of accounting is under way. 

The contacts between managerial ac- 
counting and the economics of the firm 
have been recently examined in such works 
as “Economics of Industrial Manage- 
ment” (Villars), “Managerial Economics” 
(Dean), “Economies of Business Enter- 
prise” (Doyle). Still more recently several 
articles on the relation of economics and 
accountancy have been contributed to the 
Accounting Review, to mention only one 
periodical where controversial material 
often appears. The sample from that 
source includes the following: 

“The Constellation of Accountancy and Eco- 
nomics” by Professor Richard Mattessich— 
AccounTING REVIEW, Oct. 1956. 

“Macroaccounting and Some of its Basic Prob- 
lems” by Professor S. C. Yu—AccounTING RE- 
view, April, 1957. 

“The Theory and Practice of Accounting” by 
H. McCredie—AccounTING REVIEW, April, 1957. 

“Detail for a Blueprint” by Professor R. J. 
Chambers—AccounTING REVIEW, April, 1957. 


These several recent items show a cer- 
tain kinship by showing indications of how 
economists are becoming increasingly 
aware of an educational usefulness within 
accounting beyond that of providing some 
technical methods for the analytical 
classification of data regarding national 
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income. Apparently accounting can be 
viewed as an area neighboring upon 
economics, and one which also may have 
potentialities for use as an intellectual 
discipline outside of the study of its tech- 
nical and professional aspects. It is not 
yet clear whether this latest “rediscovery” 
includes recognition of the possibility that 
much of such potential may reside in 
technical features not expressed by “‘con- 
ventions,”’ and in the ideas beneath the 
ideals and standards of professional ac- 
countants. 

Perhaps the contact economists have 
had in teaching business students—in the 
United States the bulk of their enrollment 
usually is in this category—and the read- 
ing necessarily done in research and in 
teaching “economic accounting” to eco- 
nomics majors, has made teachers of eco- 
nomics increasingly acquainted with some 
of the literature of accounting, even though 
they probably would have passed by its 
technical problems and deeper profes- 
sional aspects. 

The articles mentioned make much of a 
discovered similarity between a popular 
present-day pattern for the main func- 
tional areas of economics and a possible 
reorientation of the functional areas of 
accounting into a like pattern. Two of the 
articles offer an extensive explanation of an 
asserted parallelism. Accounting for busi- 
ness enterprises is named “microaccount- 
ing” and accounting for a region or an 
economy is named “macroaccounting” (Yu, 
loc. cit. p. 260). These items are graphically 
matched with micro- and macro-economies 
in the well documented article by Prof. 
Mattessich. His compact diagram, how- 
ever, does not use the terms micro- and 
macro-accounting (loc. cit. p. 554). 


Business Accounting.......... Microeconomics 

National Accounting.......... . Macroeconomics 

Balance of Payments.......... Foreign Trade 
Accounting Economics 


All of these categories except “business 
accounting” are clearly aspects of econom- 
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ics. Although the word “accounting” jy 
attached to several items, the purposes of 
such a diagram could also be served if the 
three items were named “business enter. 
prise statistics,” “national economy stg. 
tistics,” “balance of payments statistics,” 
This usage would also avoid an implication 
inherent in using the term “business ac. 
counting” in the pattern, namely, that 
account data need purification (eliming. 
tion of effects of price level change) before 
they would be complete!y appropriate asa 
conceptual companion to economics (from 
their relation through macroaccounting, to 
macroeconomics). 

Along a somewhat different but not un- 
related line of discussion, some parts of the 
several articles seem directed toward for- 
mulating a single positive theory of the 
function of accounting which, if desired, 
could then become a framework for the 
critical examination of the “conventions” 
of accounting practice. The breadth of the 
conception involved is illustrated in the 
following paraphrase of four propositions 
called “the most general and the most 
fruitful” for use as a basis for the desired 
theory. (Chambers, Joc. cit. p. 209) 

i. A wide variety of entities exist because of 

the will of the cooperating parties. 

2. These entities are managed rationally in 
accord with the demands of the parties con- 
cerned. 

3. Rational management is facilitated by 
statements in monetary terms. 

4. Such statements are prepared purely asa 
service function. 

This simplification of the chain of four 
propositions helps to reveal a significant 
thread of meaning. Because financial 
statements are purely a service rendered on 
demand in whatever kind of entity, the 
conclusion would follow that the state 
ments resulting from business accounts 
should present whatever data the respec 
tive managements might demand. How 
ever a stumbling block to the implementa- 
tion of such a logical conclusion would need 
to be removed. Could such monetary 
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satements for business enterprises be 
certified by professional accountants? This 
kind of hurdle would be avoided if the 
exigencies of the practice of accounting 
were ignored and accounting were rede- 
fined simply as a tool of analysis of uni- 
versal application to any data whatsoever. 

A conception of universality of service 
would give accounting a field of operation 
practically as wide as that of statistics. 
And if this concept of function prevailed, 
then either accounting technology as 
widely used would have to be completely 
remade to fit its new statistical respon- 
sibilities, or the use of account data in the 
freer manner of statistics would have to 
be separated sharply from the kind of re- 
ports to which professional accountants 
could attach their certificates indicating 
accord with ‘“‘generally accepted account- 
ing principles.” 

Perhaps realization of this kind of al- 
temative may in some measure explain 
the diminished flow of discussion about 
index-adjusted accounts. However that 
may be, a number of ideas appear in these 
articles which could be considered as 
pointing a new direction for accounting 
education. Teachers in the United States 
should think these matters through. For 
we have long been committed to college 
education for careers in business and in 
accounting; and we have now before us 
for study and debate a significant report 
on “Standards of Education and Experi- 
ence for Certified Public Accountants.” 

A selection of brief quotations from this 
group of recent articles, even though out 
of context, can perhaps serve to indicate 
something of the scope and direction of the 
educational theories involved. For the best 
appraisal, the articles should be read as a 
group. 


“ .. majors in economics may be required to 


have more training in accounting, because an 
adequate knowledge of accounting is indispensable 
before studying macroaccounting [National in- 
Come accounting]. . . . It should be added that to 
train accounting students only in the field of mi- 
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croaccounting [business accounting] with the 
objective of making CPA’s of them, seems to lose 
sight of the true meaning of college education.” 
(Yu, loc. cit. p. 272.) 

“We have to consider both accountancy and 
economics as parts of a more comprehensive body 
of ‘economic science.’ ” (Mattessich, loc. cit. p. 
553.) 

“The whole structure of accounting as a theory 
can be set up to precede the structure of account- 
ing as practiced...there are what may be 
termed fundamental premises from which ac- 
counting practice develops.” (McCredie, loc cit. 
p. 222.) 

“When accountancy emerges as the incarna- 
tion of economics, the rational decision-maker will 
be able to take optimal advantage of the achieve- 
ments of economic science.” (Mattessich, loc cit. 
p. 262.) 

“The absence of ‘pure’ accounting in contrast 
to the large bulk of ‘applied’ has severely handi- 
capped all of the profession.” (p. 223) “Recorded 
experience does not form part of any theory of 
accounting...” (p. 217). “It is essential for the 
advancement of accounting that the subject be 
studied in theory and that propositions be formu- 
lated which can eventually be tested by practical 
use. .. . The ‘pure’ aspect is the ideal method, or 
‘ought,’ and the ‘applied’ is the expedient, or the 
‘is’ ...In ‘pure’ accounting the changed social 
and economic environments must be taken into 
account to see if these in any way affect the propo- 
sitions in use.” (p. 218) (McCredie, loc. cit. pages 
as indicated.) 

One of the methods for “verifying the correct- 
ness of bold guesses or patiently worked out 
hypotheses ...is reasoning, logical reasoning 
about the relationships between observed phe- 
nomena cr concepts... reasoning leads to 
generalizations, principles and laws, the general 
body of which constitutes the science.” (p. 206) 
A theory of accounting can be built which “will 
be internally consistent, since it proceeds by 
logical steps to reasoned conclusions.” (p. 211) 
“The scientist, or theorist, as such is unconcerned 
whether practitioners use [his conclusion] or ignore 
it.” (p. 210) “The student is free to consider 
many possible modes of action, many combina- 
tions of facts and many hypothetical propositions 
in his search for knowledge. He is not constrained 
by the necessity of making any of his theoretical 
models work in practice.” (p. 206) “There are, 
of course, no natural limitations; accounting is 
what it is made.” (p. 213) “But the study of the 
subject and the practice of the art will be ham- 
strung unless this preoccupation [with corporate 
affairs] is tempered with critical and imaginative 
comparisons of different entities and different 
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accounting methods.” (p. 215) (Chambers, loc. 
cit. pages as indicated.) 


Along with the demonstrated exercise of 
imagination, these writers are quite realis- 
tic in including mention of deficiencies in 
their programs which may or may not be 
overcome. For example: “Needless to say, 
a national balance sheet is urgently needed 
because the usefulness of the income state- 
ment [national product and income] can- 
not be fully explored without the balance 
sheet ... the two statements should be 
considered the backbone of the whole 
system [of macroaccounting].” (Yu, loc. 
cit. p. 267.) 

It would seem this conclusion implies 
that the analytical potential of economic 
accounting derives from the same kind of 
integration of data as we see in business 
accounting. It remains to be seen whether 
this can be demonstrated. It is integration 
between enterprise real and nominal ac- 
counts which in business makes measur- 
able and visible the interrelation between 
enterprise capital productively employed 
and the income produced by management’s 
supervision of that employment. Are the 
“liabilities” of a national economy debts 
which we owe to ourselves and can there- 
fore omit from the National balance sheet? 
Are the assets of a national economy under 
“management” control by the Federal 
government in its three branches? Are the 
balance sheet assets to be valued on the 
basis of their productivity of a net return? 
If not, wherein is there an informative 
interrelation of the two statements for 
macroaccounting? 

Also recognized are some difficulties to 
the integration of accounting into econom- 
ics, or of economics into accounting. 


“Both branches [of economic science] are try- 
ing to reproduce economic reality in a certain 
system of concepts . . . accounting as the mother 
plant, rooting in the soil of reality, and economics, 
as the father, is turned toward mathematics and 
philosophy.” (Mattessich loc. cit. p. 553.) 


Later, as part of his conclusion, the 
same author writes: “ .. . economists will 
realize that accountancy cannot be learned 
from books alone, but requires contact 
with actual practice.’ For the other side he 
writes: “...one can hardly require a 
practicing accountant [or a career stu- 
dent?] to take courses in advanced eco- 
nomic theory and analysis, mathematical 
economics, econometrics, statistical infer- 
ence, set theory, matrix algebra, game 
theory, linear programing, etc.” (Mat- 
tessich, loc. cit. p. 563.) 

Ideas of the kind indicated by these 
quotations, however philosophical, imag- 
inative, theoretical they may seem—or 
perhaps because of these qualities—should 
be thought-provoking and serve a con- 
structive purpose, even if they stimulate 
only criticism. And probably they will do 
just that, for while they deal with account- 
ing, they seem to avoid consideration of 
the rational bases and inescapable limita- 
tions which justify and explain a very 
important part of accounting—profes- 
sional practice and education in prepara- 
tion for that kind of career. Surely there 
must be a close interrelation between the 
practices of accounting as generally ac- 
cepted in business and the “‘generally ac- 
cepted accounting principles” which un- 
derlie the American audit certificate. 

It is clear, however, from these articles 
as well as elsewhere in the recent literature, 
that the nature of accounting education, 
both in the United States and abroad isa 
topic of increasing interest. It may well be, 
from the vantage point of a decade or two 
later, that this broadening awareness of 
the significance of appropriate education 
in accounting may come to be the hallmark 
of the latest “rediscovery” of accounting. 
If this should prove to be the case, it 
could be considered the most recent phase 
of the long evolutionary development of 
accounting. 

It is not unreasonable to believe that 
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wide benefits could flow from an expand- 
ing literature on various phases of account- 
ing education, including consideration of 
the “relativity” of educational develop- 
ments to conditions in different places. 
Similar significant benefits would be un- 
likely from attempts to change the con- 
sidered view held in the profession that 
modifications in accounting technology, 
designed to bring its results into closer 
harmony with the concepts of economists, 
are neither necessary nor acceptable under 
present conditions. 

If accounting education becomes a lead- 
ing subject of discussion, some of the 
issues may have been foreshadowed in 
recent articles. 


1. Should university preparation for a 
career in professional accounting 
consist of the broadest kind of liberal 
education (including much technical 
economics) with accounting being 
studied later in private and in con- 
junction with employment which 

provides experience? 

2. Should preparation be concentrated 
in the study of accounting technology, 
professional standards and _ tech- 
niques, and closely related subjects of 
business administration, business fi- 
nance, business economics, business 
Statistics, business policy? Should 
this be done in specialized schools 
where the accountants’ own inter- 
pretation of economics, finance, sta- 
tistics, etc. would prevail, thus fol- 
lowing the precedent of agricultural 
economics, educational statistics, ac- 
counting for law students, etc? 

3. Should preparation preferably be 
built on the foundation already exist- 
ing in the schools where throughout 
the program the pattern shows a 
judicious mingling of the essentials 
of liberal education, business educa- 

tion, accounting education? 
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If subject matter were intermingled for 
four years, a fifth year for a master’s de- 
gree could be specially designed to carry 
the student beyond CPA problems and 
audit programs into some of the desirable 
“higher plateaus” which could not be 
crowded into an undergraduate program, 
or be well digested by undergraudate stu- 
dents. Some possible examples: Historical 
and theoretical bases of accounting; ethical 
aspects of business management and pro- 
fessional accounting; micro and macro 
phases of economic analysis; methods for 
making administrative decisions; practice 
in communication by interpretative ar- 
rangement of data and by forceful written 
English. 

The educational ideals underlying the 
articles epitomized above do not seem very 
useful for university programs for account- 
ing careers, for they lack contact with 
professional matters. These ideas, how- 
ever, might appropriately be called into 
play in the United States at the post- 
graduate level in the schools of business. 
The profession here more than ever looks 
to university programs as the primary 
source of its recruits. These schools there- 
fore feel a continuing moral commitment 
for giving a directly useful bent to the 
programs for accounting majors. Profes- 
sional men and educators alike are coming 
to recognize the additional benefits of 
post-graduate work in accounting, follow- 
ing a substantial major in undergraduate 
accounting and business. The results, in 
added maturity of thought, intellectual 
initiative, ability to grow rapidly with ex- 
perience, are often astonishing to the 
participating parties. 

The closing thought for these ideas is 
taken from Fritz Eichenberg’s “‘A Plea for 
a Middle Ground,” in The American Artist 
of June, 1957 (p. 89). “It seems that we 
need the extremist as urgently as we need 
the traditionalists as check points and 
deterrents for the wildest excesses.” 
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THE PHILOSOPHY OF ACCOUNTING (CONTINUED) 


BROTHER LA SALLE 
Associate Professor, Sit. Edward’s University 


HE accounting profession has 
claimed squatters’ rights to certain 
key words and phrases which have 
become a basic part of the accountant’s 
vocabulary. The phrase “in our opinion” 
belongs in this category. It is worthwhile 
to consider occasionally the meaning of 
some of these terms which habitual use 
has made as comfortable as a pair of old 
slippers. 

The discipline of philosophy can provide 
the accountant with a new perspective for 
the concepts he employs. His language 
takes on new dimensions when viewed 
from the philosophical plane. 

Accountants express their views with an 
economy of words. They summarize the 
scope of the audit and state their opinion 
within the framework of a few paragraphs 
which usually contain three words of con- 
centrated significance—“in our opinion.” 
These are the final strokes of a master’s 
brush upon a canvas. They are the mark of 
a craftsman. 

Philosophically, the concept of “opin- 
ion” is properly considered as one of the 
divisions of knowledge. The mind may 
classify knowledge or the lack thereof ac- 
cording to four concepts which represent 
all possible positions that a mind can have 
with regard to the truth of any statement. 
These positions are: 

1. Ignorance—a state in which the mind ap- 

prehends the truth in no manner. 

2. Doubt—a state in which the mind neither 
accepts nor rejects the truth. 

3. Opinion—a state in which the mind is in- 
clined to one side or to the other, but ad- 
mitting the possibility that it can be mis- 
taken. 

4, Certitude—a state in which the mind is 


inclined to one side or to the other without 
fear of being mistaken. 
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The philosophical content of these terms 
will now be briefly examined in order to 
determine more precisely the meaning of 
the word “opinion.” 

* * 
Ignorance 


The mind may be in a state of ignorance 
with regard to the truth of a statement. If 
the mind in no way apprehends the truth, 
it may be said to be in a state of ignorance, 
There are two broad classifications of ig- 
norance: nescience and privative ignor- 
ance. Nescience is the absence of knowl- 
edge by someone who is capable of having 
knowledge, but whose position does not 
require him to possess it. Privative ignor- 
ance is the absence of that knowledge 
which a person ought to possess. If an ac- 
countant were ignorant of the depth of the 
ocean, that ignorance would be nescience. 


If an accountant were ignorant of the | 


debts of his client, that ignorance would be 
privative. 


Doubt 


The mind may be in a state of doubt 
when it assents to neither of two contr 
dictories from fear of error. This absence of 
assent may arise either (1) from an absence 
of any reason which would incline the in- 
tellect to one side or to the other, or (2) 
when the reasons for both sides appear to 
be equally balanced. Therefore, if the 
mind apprehends a concept, but is it 
clined neither to accept nor to reject it, 
one may speak of that mind as being ina 
state of doubt. 


Opinion 
If the mind apprehends something cot- 
cerning an object or a proposition, the 


min 
give 
som 
abi 
is 0 
Opi 
givi 
tio! 
cort 
of t 
Nev 
pro 
true 
whi 
tha 
wit 
me 
Ce 
a 
cer 
no 
ome 
| ad 
der 
hu 
do 
ti 
ne 
ne 
fir 
ea 
ea 
t 
tic 
a 
of 
it 
th 


orance 
ent. If 
truth, 
Trance, 
of ig- 
ignor- 
cnowl- 
1aving 


2s not 
ignor- § 
ledge 
an ac- 
of the 
“lence, 
of the 
uld be 


doubt 
ontra- 
nce of 
psence 
he in- 
or (2) 
ear to 
if the 
is in- 
ect it, 
g ina 


an, the 


mind may either assent or not assent to it. 
If the mind assents, this assent may be 
given (1) to something not certain, or (2) 
toa certainty. When the mind assents to 
something not certain, it assents to a prob- 
ability. This assent to a proposition which 
jg not certain may be called an opinion. 
Opinion may therefore be defined as the 
giving of assent to one side of a contradic- 
tion because of the probability that it is 
correct, but with possibilities of the truth 
of the opposite being present. John Henry 
Newman defined opinion as “‘an assent toa 
proposition, not as true, but as probably 
true, that is, to the probability of that 
which the proposition enunciates, and, as 
that probability may vary in strength 
without limit, so may the cogency and mo- 
ment of the opinion.” 


Certitude 


The state of mind which gives absolute 
assent to a proposition is called a state of 
certitude. Certitude exists where there is 
no fear of error present in the mind. While 
one is certain and remains certain, he may 
advert to a number of grounds for impru- 
dent misgivings. Newman referred to this 
position of mind when he wrote that “a 
hundred difficulties do not make one 
doubt.” One may have vague and subjec- 
tive misgivings arising from the conscious- 
ness that one is not infallible, or that one 
has at times fallen into error. These are not 
necessarily incompatible with the fixed or 
firm assent which constitutes certitude. 

* * * 


Every public accountant has undoubt- 
edly experienced in his years of practice 
each of the various phases of knowledge or 
the lack thereof which have been men- 
tioned above. Nescience is at times un- 
avoidable, is subject to correction, and is 
often irrelevant to professional responsibil- 
ity. Most accountants would readily admit 
that the presence of privative ignorance 
has no basis for justification in the profes- 
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sional man where it can be remedied. It is 
possible to conceive of situations where the 
state of doubt may persist and remain un- 
resolved in spite of the best efforts of the 
conscientious accountant. The area of 
knowledge in which most accountants 
operate after they have concluded their 
examination is probably the sphere of 
opinion. It is probably also true that this 
opinion represents a state of mind which 
more often approaches the area of certi- 
tude rather than the opposite extreme of 
the range of opinion which borders on 
doubt. The closer the accountant ap- 
proaches to or achieves a state of certitude, 
the greater will be his opportunity to ren- 
der a more meaningful opinion. As all must 
recognize, there are many situations in 
which the achievement of absolute certi- 
tude is an impossibility. It is probably also 
correct to state that accountants often 
possess certitude with respect to the 
opinions they express. 

In view of the foregoing discussion, a 

paragraph selected from the American 
Institute of Accountants’ Accounting 
Terminology Bulletin Number 1 has real 
cogency: 
The word opinion is also important. In the cir- 
cumstances described it is not possible for the 
auditor to state as a literal fact that the state- 
ments are true, or that they have been prepared 
‘in conformity with generally accepted account- 
ing principles.” All that the circumstances war- 
rant is an expression of opinion; and although it 
is true that the auditor is expected to have quali- 
fied himself to express an opinion, both by his 
general training and by his examination in the 
particular case, yet his audit properly results in a 
statement of opinion, not of fact. 


It appears that the accountant has a 
professional obligation to take all reason- 
able measures to remove ignorance, to re- 
solve doubts, and to strengthen the bases 
for his opinions. To strive for that degree 
of certitude which may be obtainable in a 
given situation should be considered highly 
desirable. 
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DEPRECIATION AND VALUATION FOR A 


UTILITY WITH ONLY ONE PLANT 


S. KREBS 


Professor, Washington University 


waged over the relationship of de- 

preciation to the rate base. Difficult 
and controversial as is the issue for large 
and typical utilities, it is especially 
troublesome for small utilities, and the 
literature is noticeably lacking in this 
field. To help clarify objective thinking 
along these lines, it is proposed to take, as 
an illustration, a utility with only one 
plant and to enunciate the principles appli- 
cable to small and large organizations as 
well. 

Why, it may be asked, at the outset, 
should a single plant pose unusual prob- 
lems? In answer it may be stated that 
there are two basic reasons responsible for 
this situation. First, a single plant utility 
presumably is not a growing utility. In 
fact it has been so assumed in our example. 
Consequently there would be no opportu- 
nity to utilize, for plant expansion purposes, 
the values withheld as a consequence of 
operating expense charges for depreciation, 
as is the case with typical organizations. 
Thus the issue of the disposition of these 
funds must be faced. 

In the second place “The Law of the 
Trend Toward Level Replacement” ap- 
plicable to most utilities,’ does not func- 
tion in a single plant. According to this 
law, the property, in the absence of rapid 
growth, ultimately will reach a “seasoned 
condition” or “settled condition” whereby 
the retirements and replacements will run 
fairly uniform in dollar amount, from one 
year to another, or at least can be made to 

} James E. Allison has produced the best evidence of 
its nature. Some of his best charts have not been pub- 


lished, but a good description has been given in Jn re 
Theoretical Depreciation, St. Louis, 1917, p. 21, ff. 
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do so, whenever management adopts 
proper retirement policies. Thus the per. 
centage of condition of the property under 
these assumptions never drops below a 
figure varying from 55-70, depending upon 
the amount of non-depreciable plant in 
service, the method of depreciation appor- 
tionment adopted, and the rapidity of 
growth of the company. This is inter- 
preted to mean that the balance of the ac- 
count for depreciation reserve will not usu- 
ally exceed 30-45? per cent of the original 
cost of plant. It is this relative stability of 
the reserve balance which has engendered 
a large part of the utility controversy and 
which has had a profound effect upon the 
philosophy of rate regulation. Thus in the 
case before us, where the engineering ob- 
servation of “settled condition” is lacking, 
a very special problem is presented by a 
one plant utility. There is nothing to pre- 
vent the depreciation reserve balance, 
under these conditions, from growing un- 
til it nearly equals the original cost of the 
property, with all attendant consequences. 
It is important to recognize the magnitude 
of the problem because the controversy 
now becomes greater than ever. 

To facilitate discussion, it is profitable 
to make several basic assumptions before 
looking at the alternatives available to a 
utility and a public service commission. 
The assumptions for our example are 
listed: 


2 It would be better to label the account “deprecia- 
tion accrual,” “depreciation allowance,” or by some 
other name. The term “depreciation reserve” has been 
used for convenience. Whenever the per cent is found 
to be less than 30, one may be reasonably sure that the 
reserve balance either is definitely inadequate for its 
intended purpose or the “settled condition” of the 
property has not been reached. 


z: 

3. 
4 
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1, The company possesses only one plant, con- 
structed with a composite original cost of 
$1,000,000. Such plant meets all the needs 
of a community which is not growing in 
population or industry. 

. The required working capital amounting to 
$100,000 is represented by $200,000 of cur- 
rent assets and $100,000 of non-interest- 
bearing current liabilities. 

. The life of the property in the aggregate is 
assumed to be identical with the various 
breakdowns and is exactly 40 years. All 
property exclusive of working capital, will 
be retired simultaneously. No major re- 
tirements are made during the 40 years. 
Minor retirements are charged to operating 
expense. Salvage is ignored. Should the 
company propose to replace all property at 
retirement date, construction of a new plant 
must parallel operation of the old plant 
near the end of its physical and economic 
life for whatever period of time is justified. 
Should, however, the company prefer not 
to replace the plant at retirement date, it 


w 


agrees to notify the community in sufficient 
time for it to contact another organization 
willing to take over, or for it to construct 
its own plant. 

4. No “advances in the arts” is contemplated 
and the price level is considered to remain 
constant. Thus replacements are made “‘in 
kind” and at the same prices. 

5. Maximum legal dividends are paid each 
year; no earnings are retained. 

6. The public service commission approves 
gross revenues sufficient in amount to cover 
all legitimate operating expenses and a “fair 
return” on a “fair value.” 6% per annum 
is set as the permitted rate of return and a 
rate base following the original cost phi- 
losophy is demanded. 

7. A local trust company agrees to handle all 
funds, other than stipulated working capital, 
that the company wishes to place under its 
care, and to allow 3% interest per annum 
compounded annually. 

8. The balance sheet at the time operations 
begin, appears as follows: 
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Let us now pass in review the available 
alternatives, and discard all which are un- 
sound and inequitable. 

Retirement accounting and replacement 
accounting, both of which have been of 
great importance in railway history, and 
are still of some significance, should not 
be given any consideration in a one plant 
utility; they cannot be made to work satis- 
factorily. 

Retirement reserve accounting in its 
purest form, where the objective alone is to 
equalize the charges otherwise made un- 
der retirement accounting, has been very 
important in gas and electric utility his- 
tory, but has failed to provide for the de- 
clining percentage of condition of the 
property. Curiously enough, for a one 
plant utility, it is almost identical with 
depreciation accounting and is therefore 
considered under another heading. 

Retirement reserve accounting, where 
the objective is to provide only for “‘ob- 
served depreciation,”’ is inadequate depre- 
ciation accounting and should be ignored. 

Depreciation accounting, where the 
values withheld as a consequence of oper- 
ating expense charges for depreciation are 
invested in plant, would be a fifth possibil- 
ity, if not eliminated by the assumptions 
made. 

Depreciation accounting with the with- 
held values used to cancel bonded indebt- 
edness could be of vast significance if as- 
sociated with other objectives. But when 
isolated it should be passed over, in this 
instance, and for three reasons. First, as 
the balance sheet reveals, the figure for 
unamortized original cost of plant ex- 
ceeds the amount of bonded debt, leaving 


SULLIVAN GAS AND ELECTRIC COMPANY 
BALANCE SHEET DECEMBER 31, 1955 


Plant Assets. . 
Current Assets. . 


$1,000 ,000 
200 ,000 


$1,200,000 


Current Liabilities................... 100,000 

$1,200,000 
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inadequate provision for plant retirement. 
In the second place, a bond sinking fund 
appears to be a more logical plan for bond 
retirement than does depreciation ac- 
counting. And third, a serious complica- 
tion appears. A sound financial structure 
for any utility presupposes the existence of 
low rate interest-bearing bonds. Only 
when bonds are one source of the capital 
invested in plant can the stockholder se- 
cure an adequate return. Public service 
commissions assume a reasonable amount 
of debt, and city governments demand it, 
whenever a rate case is before the commis- 
sion. Although always mindful of the 
needed protection of the bondholders’ 
rights, it is essential to understand that 
only when the interest accrual potential is 
greater than, or as great as, the approved 
rate of return that it is financially sound to 
eliminate bonded indebtedness perma- 
nently from the capital structure. Later, 
an economic approach to the problem of 
debt will be raised. 

After parading in review critically and 
rapidly several available alternatives, it 
would appear that a solution economically 
sound for a one plant utility would pre- 
suppose returning annually to the stock- 
holders, as much as possible of the invest- 
ment which has been collected by service 
charges assessed against the rate payer 
during the year, and which specifically in- 
clude operating expense charges for depre- 
ciation. It is assumed that this will hold 
true, however, only when it is clear that the 
bondholders’ interests have been ade- 
quately protected. Under proper condi- 
tions, the consuming public could enjoy 
cuts in the rates of service, resulting from 
the fact that the rate base amount would 
fall proportionately with the return of the 
stocholders’ investment. And of great sig- 
nificance is the fact that the stockholders 
might very well be pleased with the ar- 
rangement because the funds would be 
available to them for outside investment. 
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Moreover, the general public need haveno 
concern over the danger to continuous 
operation of the utility for a new group of 
investors could be secured, or the munic. 
ipality itself could undertake to begin 
construction of a new plant, well in ad. 
vance of retirement date. Unfortunately, 
the whole idea must be abandoned because 
the “trust fund” and other doctrines de. 
clare it to be illegal. 

We are finally forced to the conclusion 
that for a one plant utility the only satis- 
factory program calls for depreciation ac- 
counting, earmarked depreciation funds, 
and the acceptance of the sinking fund 
method of handling depreciation. Let us 
apply ourselves specifically to these goals, 

Referring to the balance sheet as of 
December 31, 1955, and ignoring for pres- 
ent purposes all doctrines other than origi- 
nal cost, it is apparent that the rate base 
amount ought to be set at $1,100,000. We 
should remember that either of two formu- 
lae may be used for this purpose. In one, 
the summation of the original cost of the 
plant amounting to $1,000,000 has added 
to it the dollar amount of the working 
capital of $100,000. Because this formula 
is not universally applicable, a second one 
will be used from here on. To the original 
cost of all assets—plant assets and current 
assets as well—there should be deducted 
the figure for the current liabilities (here 
assumed to be non-interest-bearing) and 
the amount of the depreciation reserve 
balance considered to be exactly adequate. 
Since no depreciation has accrued up until 
this time, substitution in the formula 
would produce the following: $1,200,000, 
less $100,000 = $1,100,000, the same as be- 
fore. Without any deduction for deprecia- 
tion, the amount sets up what properly 
may be labelled an “undepreciated rate 
base.” Under our assumption of a 6% 
rate of return, the utility would be per 
mitted to earn, if it can, gross revenues 
equal to all legitimate operating expenses, 
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including depreciation, and 6% on the es- 
tablished rate base of $1,100,000, which 
equals $66,000 per annum. It must be 
made crystal clear immediately, however, 
that the figure established refers to the 
net operating income and not the net in- 
come, for it is the former which is utilized 
inrate regulation. 

Depreciation immediately begins to ac- 
crue and is a proper operating expense. 
Since retirement, retirement reserve, and 
replacement accounting have been found 
unsatisfactory, there remains depreciation 
accounting. In a typical utility the values 
withheld as a result of following deprecia- 
tion accounting are likely to be invested 
in expanding plant, as the demand for util- 
ity services is increased. In a one plant 
utility, however, the growth factor, it is as- 
sumed, has been eliminated. 

What options are open as a resting place 


for the new values? With plant expansion 
out of consideration only two legal possi- 
bilities seem to exist. First, let the values 
be utilized, for a while, to cancel bonded 
indebtedness, and later to build up an ear- 
marked depreciation fund. And second, to 
keep the bonds undisturbed and channel 
all funds into an earmarked account. In 
both instances it is assumed that working 
capital is adequate in amount for all future 
needs. Since the bonds accrue interest at 
one rate and the depreciation fund earns 
interest at another, the interest differ- 
ential is an important factor. Both of these 
options need consideration, first under the 
assumption of continuous operation and 
second when dissolution is selected as a 
sound program. 

It seems desirable at this time to follow 
through with a plan whereby earmarked 
depreciation funds are deposited in a trust 
company account, and later to deal with a 
case where bonded indebtedness is re- 
duced. For only in this fashion will it be 
possible to present the issues and principles 
involved, 
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The creation of a depreciation fund 
logically calls for the adoption of the sink- 
ing fund method of depreciation appor- 
tionment. Accordingly in the study of the 
example before us, there should be entered 
on December 31, 1956: 


Dr. Depreciation Expense 

Cr. Depreciati $13,262.38 
an 

Dr. Depreciation Fund \ $13,262.38 


The amount of the entry figure is deter- 
mined from compound interest tables us- 
ing the 3% per annum interest agreed 
upon. A similar entry may be made as of 
December 31, 1957: 


Dr. Depreciation Expense 

Cr. Depreciation $13 , 262.38 
and 

Dr. Depreciation Fun 


All of these entries presuppose that 
charging operating expenses for deprecia- 
tion results in an increase in current assets 
which are available for deposit in a trust 
company. And it is also assumed that dur- 
ing the second year of operation there will 
be earnings of the new fund which may. be 
recorded as follows: 


Dr. Depreciation Fund \ 
Cr. Depreciation Reserve 

Examination of these entries which fol- 
low the original sinking fund plan discloses 
the startling fact that the original cost of 
the property would not ever be amortized 
into operating expenses, because the inter- 
est earnings are charged to the fund and 
credited to the reserve directly. All ac- 
countants would prefer to see the Decem- 
ber 31, 1957, entries altered to be as 
follows: 


Dr. Depreciation 
Cr. Depreciation "°° $13 ,660. 25 


an 
Dr. Depreciation Fund............... 13 ,660.25 
Cr. Depreciation Fund Revenue. ...... 397.8 


It is desirable to make clear immediately 
that, in utility accounting, this deprecia- 
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tion fund revenue is necessarily treated as 
operating revenue. In comparing the two 
methods it is apparent that, in the second 
one, operating expenses have been in- 
creased by the amount of the earnings of 
the fund and accordingly it is essential that 
operating revenues be increased a similar 
amount. In this manner 100% of the plant 
will be amortized through operating ex- 
penses, by plant retirement date, and 
better accounting principles will have been 
followed. 

The balance sheet*® as of December 31, 
1957, will appear as follows: 


Plant Assets. . . $1,000 000.00 
Current Assets... .. 200 ,000 .00 
Depreciation Fund. 26,922.63 

$1, 226,922.63 


The question naturally raised at this 
point concerns the dollar amount of the 
rate base. Following the formula intro- 
duced before we have $1,226,922.63 minus 
$126,922.63 or $1,100,000. Exactly as at 
the outset. 

One year later the depreciation fund rev- 
enue rises to $807.68 and the depreciation 
fund and reserve balance to $40,992.69. 
The process continues for the full forty 
years at the end of which time the facts 
are revealed in the balance sheet of De- 
cember 31, 1995. Thus: 


Plant Assets. . $1,000, 000.00 
Current Assets. . . 200 , 000 .00 
Depreciation Fund... 1,000 ,000.00 

$2 , 200,000.00 


* The account for depreciation reserve, allowance, or 
accrual is shown on the right side of the balance sheet. 
The industrial accountant may object to this treatment, 
but the vast majority of utility accountants will ap- 
prove it. It is necessary to understand that the account 
is a valuation item and not a liability, however treated. 
Our discussion proceeds more readily when shown as a 
— item on the right hand side of the balance 

eet. 


The Accounting Reriew 


Before considering the equitable rate 
base amount and proper earnings for the 
utility, a look at the available possibilities 
seems desirable. 

Should continuous and indefinite opera. 
tions be planned, the depreciation fund 
may function as a replacement fund. Qn 
such an assumption it is essential, several 
months or years before plant abandonment 
time, to begin construction of a new plant 
so as to have it ready for operation when 
the change-over period arrives. The re- 
quired entry at plant retirement date is: 


Bonds Payable....... 500,000.00 
Current Liabilities......... 100,000.00 
Depreciation Reserve... .. 26,922.63 
$1 , 226,922.63 

Dr. Depreciation Reserve. . . . $1,000,000- 
Cr. Plant ..  1,000,000- 


Payment for the new plant may be made 
from the depreciation fund, which would 
now be released by the trust company, ac- 
cording to advance agreement. The entry 
would be: 

Dr. Plant Assets......... 
Cr. Depreciation Fund....... 

It is essential that the bondholders be 
protected at all times, so an arrangement 
may well be agreed upon, whereby they 


$1,000 ,000- 
1,000 ,000- 


CapitalStock........... .. $ 600,000.00 
500,000.00 
Current Liabilities................ 100 , 000.00 
Depreciation Reserve. . 1,000, 000.00 

$2, 200,000.00 


will be given a mortgage claim against the 
depreciation fund as well as against the 
property. More than likely the bonds will 
be refunded. 

Should it be desired to utilize the depre- 
ciation fund for purposes of retiring out- 
standing bonds, no serious obstacle ap- 
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pears, if ultimately capital stock is sold for 
dollar figure equivalent to that essential 
forteplacing the bonds. Typically, such a 

m is economically unsound, because 
ascientific financial structure for a utility 
presupposes the existence of some low in- 
terest-bearing bonded indebtedness, and a 
consequent higher return on the capital 
stock. Nevertheless, it is highly desirable 
toconsider this alternative. 

Curiously enough a practical problem 
should be injected into the discussion at 
this time. Under normal conditions the 
interest rate on the bonds payable exceeds 
the rate allowed by a trust company on 
the depreciation fund. Thus, it might be 
potentially desirable to cancel the bonded 
indebtedness gradually. In principle no 
difficulty would be encountered provided 
the plan had been anticipated, because 
serial bonds could have been issued at the 
outset with annual dollar maturities equal 
to the depreciation fund accumulation. In 
an actual instance it might be difficult to 
have the two amounts coincide exactly. 

Under the assumption that the depre- 
ciation fund contract provides for bond re- 
demption, the entry at the time of each 
serial bond maturity would be: 


Dr. Bonds Payable 
Cr. Depreciation Fund 


Accordingly at plant retirement date the 
depreciation fund balance would equal 
only fifty per cent of the original cost of 
plant, necessitating the sale of new secu- 
tities to make up the depreciation fund de- 
ficiency. 

On the assumption that the serial bond 
plan has been in operation and all bonds 
have beeen retired by plant retirement 
date, the entries would be, first for the 
plant retirement: 


Dr. Depreciation Reserve. . ... $1,000,000 
Cr. Plant Assets... . 1,000,000 


Now for the sale of stock to replenish the 


depreciation fund: 
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Dr. Depreciation Fund............... 
Cr. Capital Stock.......... 500,000 


And finally, for the payment for the new 
plant: 


Cr. Depreciation Fund............... 1,000,000 


It may well be observed that the plan 
will effect a saving during those years when 
the serial bonds mature, and afterwards 
as well, as reflected in the reported net in- 
come amount. During the early years de- 
preciation fund revenues will be negligible 
and bond interest expense will fall with re- 
ported net income rising. The stockholder 
will gain as no new stock will be required 
at this time to replace the cancelled bonds. 
The operating income figure—the one 
used in rate regulation—will decline even 
more than net income rises because depre- 
ciation fund revenue for utilities is con- 
sidered operating revenue and bond inter- 
est expense non-operating. Since these 
very special conditions work to the ad- 
vantage of the stockholders and are com- 
pletely equitable for the rate payer and 
public, the plan may be considered, by 
some, to be economically sound. As noted 
later, because the rate base amount falls, 
these conclusions may be somewhat 
modified. 

It is within the realm of possibility that 
the company might prefer to discontinue 
operations permanently at plant retire- 
ment date. If so, permission from the pub- 
lic service commission is needed and agree- 
ment with the community ought to be ob- 
tained. No technical difficulty would pre- 
sent itself provided proper steps are taken 
in advance to effect such dissolution. The 
community has the option of contacting a 
new group or of providing its own plant. 

At plant retirement date the following 
entries are made to record plant retire- 
ment, the retirement of all liabilities, and 
the compensation to stockholders for the 
amount of their original investment: 
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Dr. Depreciation Reserve............. $1,000 ,000 
Cr. Plant ,000 ,000 
an 
500 ,000 
Dr. Current Liabilities................ 100 ,000 
Cr. Depreciation Fund............... 1,000 ,000 


The time is now at hand when a state- 
ment about the proper rate base equitable 
under all conditions, may be inserted. 
First, except for the one case where bonds 
are cancelled, to be considered later, it 
should be made clear that for the duration 
of operations, the proper rate base 
amount remains unaltered, whether re- 
tirement and replacement are contem- 
plated or whether retirement and dissolu- 
tion are to prevail. Of course, it makes a 
lot of difference after operations cease. Up 
until this time, however, the rate base 
amount ought to remain at the original 
level of $1,100,000, and curiously enough, 
it is still labelled an “undepreciated base.” 
It is called by this name because there is 
no deduction made from the original cost 
of plant owing to accruing depreciation, if 
we follow the view of valuation engineers. 
The idea prevails that there is no deduc- 
tion, or, if preferred, the deduction is made 
from the depreciation fund. A better view 
will be presented later. 

Many will argue that an undepreciated 
rate base is unfair to the rate payer, for 
the figure remains constant while the per 
cent condition of the plant is continually 
diminished. We must be sure to remember 
that a depreciation fund has been created 
and its account has a balance the equal of, 
but opposite of, the depreciation reserve. 
Under these conditions it ought to be 
understood that the utility has made an 
investment of $1,100,000 in plant and 
working capital, and is, therefore, entitled 
to a fair return on that figure until some of 
that investment has been returned to it. 
Many will insist that the customers have 
paid for the depreciation as it accrues and 
should therefore be charged at gradually 
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declining service rates; the rate base figure 
should be reduced each year parallel to the 
amount of depreciation collected by the 
utility. 

Under these very peculiar circumstances 
the view advanced is definitely faulty. Ip 
the event these funds had been paid to the 
stockholders, as was suggested earlier ag 
sound economics, the claim would be justi- 
fied. But the contrary has happened, 
These values have been invested in an ear- 
marked depreciation fund. Although be 
longing to the utility, the fund is not 
available for the stockholders in accord. 
ance with the law. The fund earns some- 
thing and because no reduction has been 
made in the rate base amount, the ear 
ings of the fund, whatever they may be, 
belong to the rate payer. This helps to ex 
plain why the fund earnings are credited to 
operating revenue, for except for typical 
transactions, whatever is credited to oper 
ating revenue, reduces by that much the 
amount required of collection from the 
rate paying public. 

The whole idea seems to be quite equita- 
ble from the point of view of the public. 
Of course, it is definitely true that had the 
funds been invested in a prosperous and 
expanding plant, the rate payer would 
have fared better. But such opportunity is 
stymied by the assumptions of a single 
non-growing plant. Under the definite 
limitations of the example, since returning 
the funds to the stockholders is illegal, 
there remains only the cancellation of 
bonded debt, a possibility to be considered 
once more a little later. 

The rate payer of necessity must be 
charged for currently accruing deprecia- 
tion, even though the charge precedes 
plant replacement, because no practical 
program has ever been found for collecting 
it after the service has been rendered. 
Carrying accounts receivable for this item 
is clearly out of the question. True enough, 
if the fund could be made to earn moreit 


a. 


SR 


SERFS. BAB 


su 
a 
ba. 
net 
ple 
Su 
eve 
pre 
ing 
pe 
th 


yould be helpful to the rate payer, but 
just as long as the utility earns only on its 
investment, and the stockholders have no 
socess to the depreciation fund, there is no 
injustice to anyone. Of course, it is as- 
sumed that the utility will try to have the 
fund earn the maximum under sound and 
sie conditions of investment. 

One might speculate to the effect that 
since the fund earnings are credited to 
operating revenue, there may be a reduc- 
tion possible in the service rates charged 
the public, but this is not necessarily what 
happens, for it all depends upon the trend 
of net operating income. True enough, a 
definite tendency for a rise in income be- 
comes apparent, because of the very exist- 
ence of earmarked depreciation fund earn- 
ings and the fact that they are credited to 
operating revenues. An offset to this tend- 
ency, however, is the possible decline in 
gross revenues owing to falling off of plant 
productivity and lower quality of service. 
There may be a decrease in net operating 
income because of these changes, and as 
well where operating expenses have in- 
creased as plant age increases. It is a mat- 
ter of fund earnings vs. declining plant 
earnings. 

An undepreciated rate base has been ad- 
vocated throughout our entire discussion 
because of the existence of earmarked de- 
preciation funds. Many insist that a de- 
preciated rate base is proper. As applied 
to the circumstances under discussion, 
such a base would be calculated by making 
a deduction of the depreciation reserve 
balance from the original cost of the plant, 
net of the current liabilities, and com- 
pletely ignoring the fund accumulated. 
Such a base is unfair to the utility. For 
even if the earnings of the earmarked de- 
preciation fund are credited to non-operat- 
ing incomes, the base is unjust, unless the 
per cent earnings of the fund is as great as 
the per cent rate of return, and this is 
hardly possible today. Unfortunately the 


Utility Depreciation and Valuation 


terminology causes much difficulty. To be 
sure and keep our feet on solid ground, a 
formula of universal application is intro- 
duced. According to this formula the sum- 
mation of all assets—plant, current and 
fund—net of the current liabilities, has de- 
ducted from it the balance of the deprecia- 
tion reserve, here assumed to be exactly 
adequate. Where the values are invested 
in plant the base is labelled “depreciated,” 
but where the investment is in deprecia- 
tion funds, the base is referred to as “‘un- 
depreciated.” A vast amount of confusion 
is localized here, because where the invest- 
ment is in plant a depreciated base is 
proper but where the values are channeled 
to an earmarked fund, an undepreciated 
base is desirable. Yet the formula is identi- 
cal in each instance and most of the utility 
theory considered is applicable to all situa- 
tions. Only when the depreciation reserve 
has a balance greater or less than adequate 
or when the heredity of the reserve is im- 
proper, does the statement not hold true. 

A special consideration is required where 
bonded indebtedness is to be cancelled by 
depreciation funds. Here the rate base 
amount declines as the bonds are cancelled 
by depreciation funds. Concurrently bond 
interest expense diminishes and deprecia- 
tion fund revenue falls. The rate paying 
public gains as permitted net operating in- 
come is lowered, but not proportionately 
because of the variables. A study is essen- 
tial for each company and for each period, 
before an exact figure is known. 

The permitted rate of return is a “part 
and parcel” of the whole picture, because 
utilities are allowed to earn legitimate op- 
erating expenses and a fair return on a fair 
value. When a commission is adjudicating 
a valuation and rate case, many factors 
are considered. It is essential to learn the 
current earning power of companies in the 
non-utility field where the degree of risk, 
and the quality of the securities, are on a 
par with those of the utility in question. It 
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has a statistical survey made of interest 
rates at the present and a forecast of fu- 
ture rates. It is particularly concerned 
with what the present company stock 
should be permitted to earn. Bond interest 
rates are compiled. The growth of the 
population potential, and the likelihood of 
continuity of demand for the services for 
sale, are a part of the study. Then the com- 
mission formulates an over-all rate of re- 
turn with actual operating conditions in 
mind, but without ignoring special legal 
considerations. And it pays especial atten- 
tion to the make-up of the sources of capi- 
tal investment characteristic of the type of 
the utility in question. Reference is made 
to the per cent which the dollar amount 
each of capital stock, funded debt and de- 
preciation reserve balance, is related to the 
aggregate of all three. 

It should be emphasized that a public 
service commission does not set a rate of 
return, which all by itself is considered 
equitable for the stockholder, but at a 
smaller figure and one which is justified by 
the relationship between the existing de- 
preciation reserve balance and the amount 
of outstanding bonds and stocks. Should 
the relationship of these items for a partic- 
ular company be not typical and sound, 
the utility should be so informed and asked 
to make adjustments. In this fashion the 
proper return for the stockholder is estab- 
lished. 

Those who object to the acceptance of 
an undepreciated rate base concept some- 
times suggest complete cancellation of 
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bonded indebtedness from earmarked de. 
preciation funds, necessitating the estab. 
lishment, for a time, of a fully depreciated 
base. It has been shown that this is eco. 
nomically unsound, both from the point of 
view of the public and the utility. In ag. 
cordance with modern utility finance 
bonded indebtedness is an essential part of 
utility corporate structure. 

In conclusion of the very controversial 
topic having to do with the regulation of a 
one plant utility, there has been presented 
a discussion of the method of determining 
the size and type of the rate base, com- 
ments on how to arrive at the rate of re. 
turn equitable to all parties, on what part 
depreciation plays in the accounts and in 
the rate base and on some elementary as- 
pects of utility financial structure as they 
relate to the topic. What seems to bea 
logical program has been brought to the 
front as all the various phases of the sub- 
ject have been considered. It is not to be 
expected that the controversy will die 
down, but, nevertheless, it was essential to 
face all the issues squarely and not to 
avoid even the most controversial aspects 
of the whole question. 

The seriousness of inflation as it reaches 
out to touch utility regulation cannot be 
overemphasized. All utilities, irrespective 
of size, are affected. No thought of correct 
ing grave injustices to utility stockholders 
was considered, in our study of a one plant 
utility, but when the attempt is made, 
both large and small utilities should be 
looked into. 
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1951-1955—-$2.50 per copy. 


PROCEEDINGS OF THE AMERICAN ASSOCIATION OF UNIVERSITY 
INSTRUCTORS IN ACCOUNTING 
(Predecessor of the American Accounting Association.) 
($1.10 per copy, including postage.) 
Vol. 1, No. 1, May 1917 Vol. VIII, No. 1, June 1924 
Vol. VII, No. 1, April 1923 Vol. IX, No. 1, Feb. 1925 
Vol. IX, No. 2, Dec. 1925 
THE ACCOUNTING REVIEW 
($1.50 per single copy including postage—No charge for separate index for 
issues prior to 1952. Index is bound in October issue, starting with 1952.) 
The following issues are available: 
Index—1928, 1934, 1939-1951, incl. 


ACCOUNTING REVIEW 


1940—Dec. 1954—Oct., April 
1951— 1955—Jan. 

1956—Jan., Oct. 
1952—July, Oct. 1957—Jan., April, Oct. 


1953—Jan., April, July, Oct. 1958—Jan. 
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Young Eyes on _Accounting 


Young Eyes on Accounting, the new accounting career leaflet developed by the Associa- 
tion in cooperation with The American Institute of Certified Public Accounts and The 
Institute of Internal Auditors, is now available to educational and vocational counselors 
throughout the country. 


The leaflet, which is directed to the high school senior and which describes the varied 
occupational opportunities offered by the accounting profession, may be obtained in 
quantity and without charge by writing to: 


The American Accounting Association 

P.O. Box 3068 

University Station 

Columbus 10, Ohio 
Reception of Young Eyes by accountants has been most gratifying with over 40,000 copies 
being shipped in response to requests from American Accounting Association members 
during the first month after publication. A test mailing to high school vocational coun- 
selors has been made and it is expected that the leaflet will be requested in large quanti- 
ties for distribution to high school students before graduation. 


Typical comments: 


High School Educators: “Congratulations to you on the outstanding bulletin your asso- 
ciation has prepared.” 


“I congratulate your association on the splendid job done in 
preparing this pamphlet.” 

College Educators: “The Association has done an excellent job with this leaflet-— 
just what has been needed for guidance work.” 


“To my knowledge one of the best descriptions of accounting 
careers that has been prepared.” 


Public Accountants: “I am very much impressed with the pamphlet and want to 
congratulate the American Accounting Association for the fine 
job that has been done.” 


‘Just the type of thing needed for furthering the profession.” 


Industrial Accountants: ‘The American Accounting Association is to be commended 
on the preparation of the very excellent pamphlet.” 


“The leaflet is excellent and I believe it can be effectively used 
in our educational relations program.” 
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The AMERICAN ACCOUNTING 
ASSOCIATION 


announces the publication of 


EFFECTS OF PRICE LEVEL CHANGES ON BUSINESS INCOME, 
CAPITAL, AND TAXES 


by 


CoucHEenour Jones 


This final volume in the Price Level Series emphasizes the long-run effects of in- 
flation. The first two parts of the book contain a general analysis of the cumulative 
effects of continuous price level change upon the principal classes of accounts of 
any business firm. The formulas developed here reveal the substantial erosion of real 
capital which occurs over the years even when the rate of price level rise is much 
too low to cause alarm. 


The most difficult and important accounting and financial problems caused by in- 
flation relate to inventories, fixed assets, and depreciation. These are discussed in 
Part Two. 


In Part Three, ways in which figures adjusted for changes in the value of the 
dollar can be used to advantage by management, investors, the government, and 
others are pointed out. In the last chapter, a specific change in the tax treatment 
of capital exhaustion costs is proposed. 


The rate of return on invested capital is used throughout the book as a gauge of 
the over-all effects of price level changes on business income and capital. 


Cloth Binding $4.00 Paper Binding $3.25 


In combination with Case Studies of Four Companies and Price Level Adjustments, 
all in paper bindings $6.00 


In combination as above but with Effects of Price Level Changes on Business In- 
come, Capital, and Taxes, cloth binding $6.75 


Please mail orders to R. Carson Cox, College of Commerce and Administration, 
The Ohio State University, Columbus 10, Ohio. 
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ABSTRACTS OF DISSERTATIONS 


IN ACCOUNTING 


Collected by 
Rapa L. Boyp 
Director of Research 


accounting are published period- 

ically in THE ACCOUNTING REVIEW 
for the information of its readers. The last 
prior publication of these abstracts ap- 
peared in the October, 1956 issue. Each 
abstract briefly summarizes the nature of 
the problem explored and usually presents 
findings or conclusions. It is suggested that 
interested persons write directly to the 
author for more specific information or 
further expression of ideas respecting the 
subject. A copy of the full dissertation may 
often be procured for study through inter- 
library loan. 


of doctoral dissertations in 


COST AND PRICING PRACTICES IN 

IRON AND STEEL INDUSTRY IN 

THE UNITED STATES AND THEIR 
APPLICATION TO INDIA 


Kesav P. Pillai 
New York University, 1955 


The objective of this study is to ex- 
amine the costing practices in the steel in- 
dustry and suggest improvements; to 
study the cost and price relationship in 
steel, and price control; to examine what 
should be done to achieve a control over 
prices which will at the same time provide 
an incentive for producers to reduce costs, 
to study briefly the economies of the steel 
industry in India, in the context of the 
mixed economy which is the declared 
policy of the Government and examine the 
adequacy of the pricing system of steel in 
India and suggest an alternative suitable 
to the present conditions, with the back- 
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ground of the evolution of steel pricing in 
the U.S.A. 

Costing practices in steel industry are 
discussed. Even though a large number of 
steel companies are still following the ac- 
tual or historical costing system, progres- 
sive companies are adopting the standard 
cost system. Case study of standard costs 
existing in a large steel plant in the United 
States has been made. Suitable methods 
for various aspects of costing in steel in- 
dustry in line with modern practice have 
been suggested. It is observed that the 
future development of cost accounting 
may be the combination of standard cost 
and direct cost leading to the evolution of a 
standard direct cost system. Such a system 
suitable for the steel industry is developed. 

In analyzing the nature of costs in the 
steel industry Professor Yntema estab- 
lished in 1938 that the fixed costs to the 
U.S. Steel Corporation were 182.1 mil- 
lion dollars. While some of the data which 
were specifically compiled for Professor 
Yntema by the Corporation are not avail- 
able for recent periods, an analysis for the 
period 1948-51 has been made on the same 
lines followed by Professor Yntema, but 
with a number of approximations which 
are considered reasonable. Based on this 
study, it is observed that the fixed costs of 
the U.S. Steel Corporation for the period 
covered are about 250 million dollars. 

The background of f.o.b. mill pricing in 
the steel industry is traced. The control of 
steel prices at different times is specially 
studied. Price control of steel in the United 
States during World War II was very effec- 
tive, the prices rising only by 15% be- 
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tween 1941 and 1945 compared to 165% 
between 1914 and 1919 in World War I. 
However, during the second world war 
price control deteriorated to profit control 
and producers had no incentive to control 
or reduce costs. The same tendency is ob- 
served in the steel price control procedure 
followed in India. It is recommended that 
price control may be established when it 
has to be resorted to, based on estimated or 
standard costs and adjustment in prices 
be made for changes in factor prices by a 
formula method. With such a system the 
industry will strive for cost reduction and 
cost control, since it will be sure that while 
any reduction in costs will add to its profits 
any increase in costs due to inefficiency 
will not be compensated for. Such a com- 
posite formula for adjustment of the 
price of hot rolled sheets for increase in 
factor prices is developed. 

In dealing with Management Control 
through costs the financial criteria which 
should guide management decisions is dis- 
cussed. In discussing cost reduction, a list 
suggesting items where cost reduction can 
be effectively attempted in a steel plant is 
compiled. 

Special emphasis is given on the econom- 
ics of iron and steel industry in India, 
which is endowed with great mineral re- 
sources for steel making and which is on 
the threshold of great industrial develop- 
ment. Iron ore of iron content as high as 
60% compared to 51% in the remaining 
iron ore deposits of the Lake Superior dis- 
tricts in the United States is available in 
India in great quantity. 

The Government of India’s policy of 
mixed economy in industrial development 
is examined. Healthy competition be- 
tween the two sectors of the economy, 
viz., the private and the public can be de- 
veloped if price control on steel is lifted 
when steel capacity nearly reaches de- 
mand. The various plants may then be 
allowed to compete above a floor price 


based on the costs of the marginal pro. 
ducer. 

The steel industry in India has a number 
of problems. Most important of these is the 
problem of low productivity, due to a low 
degree of mechanization, excessive map- 
ning and absence of strip mills. While 
mechanization to the extent adopted in the 
United States may not be advisable in a 
country with a giant population and much 
unemployment, it is necessary that ma- 
chines be substituted for muscular force. 
In material handling and shipping, the 
steel industry could mechanize to a great 
extent and increase productivity. The in- 
ventory planning and collection of ac 
counts receivable of The Tata Iron & 
Steel Co. Ltd., representing the Indian 
Steel Industry, requires great improve- 
ment to reach the standards of the steel 
industry in the United States. There are no 
credit and collection departments in the 
steel companies in India and organization 
of such departments would go a long way 
towards improving the collection of ac- 
counts receivable. 

As domestic production is already 
planned to be the most important source 
of steel in India it is considered that the 
f.o.b. main ports system of pricing is an- 
tiquated. Alternatives suitable to Indian 
conditions where the steel plants are 
planned to be concentrated in North East 
India are either uniform prices at railhead 
points or a multiple basing point system. 
In view of the difficulty inherent in the ad- 
ministration of uniform prices unless taken 
over by the State, a multiple basing point 
system with suitable basing points ind 
cated in a map of India has been suggested. 
In the mixed economy of India, the muk 
tiple basing point system is expected to 
avoid the abuses to which it was subject i 
the United States. (Uniform price at all 
railhead points under the administration 
of the Government has been announced it 
India with effect from 11th June 1956.) 
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INFLUENCE ON ACCOUNTING 
BY CONCEPTS IN ALLIED 
FIELDS 
Broadus Eugene Sawyer 
New York University, 1955 


Micro-economic influence in accounting 
is apparent in direct costing and special 
studies which emphasize the use of current 
costs and subordinate the importance of 
sunk costs. Accountants are showing more 
concern for real income as evidenced by 
the increasing use of indices. The influ- 
ence of macro-economics has had its great- 
est impact upon accounting through the 
creation of an entirely new area of study— 
national accounts. 

Accountants must decide whether to ac- 
count for economic income or legal income. 
The two have frequently been different. In 
cases of conflict, legal concepts have pre- 
vailed due largely to the power of compul- 
sion vested in the state. Entrepreneurs 
fnd it uneconomic (from the economic 
standpoint) to keep two concurrent sets of 
books—one to reflect economic income; 
the other, legal income. The certified pub- 
lic accountant’s designation and his rights 
to practice are creatures of the laws of the 
various states. More recently there has 
been a number of law suits instituted on 
behalf of lawyers in attempts to define and 
establish the proper nature of the work of 
the accountant. In fiduciary and estate ac- 
counting the answer to whether an item is 
income or capital and whether it belongs 
to the beneficiary or remainderman is 
found in the statutes. 

The influence of finance in accounting 
has ranged from recommendation of the 
use of the long form auditor’s report to the 
development of the doctrines of consist- 
emcy, conservatism and full disclosure. 
Accountants have long recognized that 
bankers appreciate conservatism in the 
valuation of assets. In respect thereof, 
the doctrine of conservatism was at one 
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time firmly entrenched in accounting 
thought; but has been subordinated to the 
doctrine of full disclosure. It is now im- 
plicitly assumed that if the material facts 
concerning a given transaction are fully 
disclosed, each party thereto is able to 
protect his interest. 

The corporate organization is designed 
to make responsibility commensurate with 
authority. This responsibility is frequently 
measured by the profitability shown by en- 
gaging in a particular activity which is an 
accounting function. Control and promo- 
tions are handled most effectively when 
the account classification follows the or- 
ganizational structure. Since management 
determines the organizational structure, it 
is influential in determining the account 
classification. 

Management has been influential in the 
development by accountants of a concern 
for current costs. From a managerial view- 
point sunk costs are often irrelevant. It is 
thus that accountants are now placing 
more emphasis upon partial cost studies. 
The very nature of the corporate system 
with its absentee owners and professional 
managers has caused emphasis to be placed 
upon the income statement. The use of 
graphs, charts and ratios by accountants is 
an attempt to show the results of opera- 
tions in a comprehensible manner to non- 
accountants. For the benefit of busy execu- 
tives, accountants prepare condensed re- 
ports with accompanying supporting 
schedules. 

Statistical concepts enter accounting 
through techniques of forecasting for budg- 
eting, sampling theory and quality con- 
trol in auditing, refinements in costs, and 
statement presentation. In those cases 
where it is impractical to observe all of the 
records, statistical concepts aid in sam- 
pling through the selection of a more repre- 
sentive sample and through the use of a 
smaller sample with a calculated and fre- 
quently increased reliability. Reliability 
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of estimates is increased through the tech- 
niques of forecasting—notably extrapola- 
tion of the trend line as fitted by the 
“least squares” method. Quality control 
results in increased quality of product at 
lower cost. It makes its greatest contribu- 
tion by preventing costs. 

Tax laws have been influential in ac- 
counting due to their pervasiveness of the 
economy. Without a doubt, the tax laws 
have caused the sharpening of concepts of 
income. The tax laws have also had a bene- 
ficial effect upon some enterprisers by re- 
quiring them to be record-conscious. The 
pronouncements of the Commissioner of 
Internal Revenue tend to permeate ac- 
counting due not necessarily to their 
soundness but to the authority of the 
source from which they come. 

The Securities and Exchange Commis- 
sion has greatly influenced accounting de- 
velopment. It has, with authority, en- 
couraged the practice of generally ac- 
cepted accounting procedures in those 
companies whose stock is listed on a stock 
exchange or traded through the mails. By 
requiring that financial statements filed 
with the Commission be accompanied by a 
certificate of an independent accountant, 
the Commission has added prestige, im- 
portance and the attending responsibility 
to the accounting profession. The Com- 
mission insists that the certifying account- 
ant be independent in fact as well as in 
name. 

Many other federal acts influence ac- 
counting as related to various segments of 
the economy. Thus the Interstate Com- 
merce Act stipulates the scope and nature 
of the accounting for railroads and motor 
carriers. The Public Utility Holding Com- 
pany Act empowers the Securities and Ex- 
change Commission to determine the ac- 
counts for public utility holding companies 
and the Investment Company Act gives 
the Commission the power to issue rules 
and regulations providing for a reasonable 


degree of uniformity in the accounting 
policies and principles to be followed by 
the registered investment company. Con. 
cepts and practices in allied fields have 
materially affected accounting develop- 
ment. 


AN EMPIRICAL TEST OF THE 
ACCELERATION PRINCIPLE: A 
STUDY OF THE RELATIONSHIP 
BETWEEN GROSS PROPERTY 
AND SALES 


Paul S. Anderson 
University of Minnesota, 1956 


Presented in this thesis are an analysis 
of the operation of the acceleration prin- 
ciple in the real world, a criticism of pre- 
vious empirical tests of the principle, and 
an empirical study of the relationship be- 
tween capital assets and output. 

Fundamentally, the acceleration prin- 
ciple depends upon the relation between 
capital stock and output. When output in- 
creases, capital stock is added; thus net in- 
vestment depends upon increases in out- 
put and not on the absolute level of out- 
put. Tabular illustrations of the operation 
of the acceleration principle in hypotheti- 
cal situations are given in most business 
cycle texts. 

While a hypothetical example of the 
operation of the acceleration principle ap- 
pears quite simple, certain conditions 
which are necessary for the operation 
should be emphasized. Most important of 
these necessary conditions is the existence 
of a stable relation between capital stock 
and output. This relation is the capital- 
output ratio. A second necessary condition 
is the existence of equilibrium before out- 
put increased. That is, the stock of capital 
should be at an equilibrium level with re- 
spect to output prior to the change in out- 
put. The third necessary condition is the 
existence of sufficient time for capital ad- 


se 


just 

1 
stoc. 
tain 
leas 
cou. 
mut 
equ 
to D 
poil 

I 
or 
not 
op 
dus 
itv 

| | ex 
pe 

cle 

jus 

cart 

to 

fai 

lar 


justments to be made to match the output 
change. 

In the capital-output ratio, capital 
stock can be taken as representing a cer- 
tain amount of capacity. There are at 
last three definitions of capacity which 
could be chosen, namely, absolute maxi- 
mum, practicable, and economic equilib- 
rum or optimum. The third, economic 
equilibrium or optimum capacity, seems 
to be the appropriate concept since it is the 
point of lowest average total cost. 

In the leading tests of the acceleration 
principle which have indicated failure, one 
or more of the necessary conditions was 
not taken into consideration. There were 
no attempts to determine the value of the 
optimum capital-output ratio for the in- 
dustry being tested. In most of these tests 
it was not established whether equilibrium 
existed at the beginning of each test 
period. Finally, in most of the tests suffi- 
cient time was not allowed for capital ad- 
justments to be made so that the actual 
capital-output ratio could be brought back 
to equilibrium. In these circumstances 
failure was almost inevitable. 

Capital-output ratios of groups of 
large corporations in eight manufacturing 
industries from 1921 to 1954 were analyzed 
to determine whether stable optimum 
capital-output ratios were evident over 
this period. Values of optimum ratios were 
estimated by choosing ratios in “normal” 
periods and by taking net investment 
rates as indications that existing ratios 
were lower or higher than desired. It was 
concluded that fairly definite optimum 
ratios were indicated by the data and that 
these ratios remained quite stable over the 
period covered. 

The results of this study of value capi- 
tal-output ratios were compared with 
physical capacity-output ratios and with 
the results of other studies of value capital- 
output ratios. In general the results of this 
study were consistent with the physical 
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ratios analyzed and with the results of the 
other studies of capital-output ratios. 
Probable reasons were offered for the di- 
vergencies which did occur. 

The central idea of this thesis was the 
concept of an optimum capital-output 
ratio. It was argued that this ratio is the 
heart of the acceleration principle. Em- 
pirical data appeared to substantiate the 
existence of relatively stable optimum 
capital-output ratios. It was concluded 
that empirical data do support the tend- 
ency of the acceleration principle but not 
in a simple, mechanical manner. 


AN APPLICATION OF GENERALLY 
ACCEPTED PRINCIPLES OF GOV- 
ERNMENTAL ACCOUNTING AND 
AUDITING TO THE COUNTIES 
OF GEORGIA 


Homer A. Black 
University of Michigan, 1956 


This study is intended to demonstrate 
the weaknesses of present-day accounting 
and auditing for county governments of 
Georgia and to suggest practical means for 
applying the best in modern accounting 
and auditing to these counties. Reliable, 
current financial information is vital to 
county officials in managing county affairs, 
to state officials and legislators in super- 
vising county operations and in distribut- 
ing to them a lion’s share of state-col- 
lected revenues; to present and potential 
creditors; to students of government; and 
to citizens. 

Accounting for county governments 
encompasses budgeting and reporting as 
well as auditing. Literature dealing with 
these related areas was surveyed to deter- 
mine the generally accepted principles of 
governmental accounting and auditing. 
The standard principles and procedures 
propounded by the National Committee 
on Governmental Accounting, the fore- 
most authority in the field, together with a 
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brief exposition of their rationale, are pre- 
sented as a norm against which to judge 
existing conditions in Georgia. Practice in 
a few other states generally thought to 
have made greatest progress in county ac- 
counting is summarized. The legal restric- 
tions now governing Georgia county ac- 
counting are examined. Five case studies of 
representative Georgia counties, selected 
largely on the basis of population, are 
analyzed to determine the status of prac- 
tice and needs for operating information. 
These studies are supplemented by an ex- 
amination of audit reports of several addi- 
tional counties and the report of an ex- 
haustive WPA fiscal survey completed in 
1938. 

Although a few isolated examples of ac- 
ceptable accounting may be found among 
Georgia counties, the conclusion is in- 
escapable that practice in most of them is 
chaotic. The governing legal structure is 
an irrational, archaic patchwork. Worse 
still, there is no provision for nor effort at 
enforcement. Central financial reporting 
is non-existent. In theory the state legisla- 
ture regulates the counties by passing acts 
of local application, but it has abdicated 
the supervisory function. There are no 
budgeting laws, and the laws dealing with 
auditing are vague and ineffectual. 

The basic aim of the study is to suggest 
means for correcting this situation. The 
main parts of the presentation are: county 
organization, budgeting, the accounting 
system proper, reporting and auditing. 
Under each are described generally ac- 
cepted principles, current legal require- 


ments, current practice, recommendations 


for improvement in the law, and recom- 
mendations for improvement under exist- 
ing law. Because of past legislative inertia 
or even active opposition to change, the 
latter recommendations are the only de- 
tailed ones. As a longer range objective, 
broad new laws are advocated, providing 
for a supervisory body with power to pre- 
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scribe general principles of county budget. 
ing, reporting and auditing. 

The recommendations for improvement 
in practice are addressed to professional 
accountants, the independent auditor or 
systems man as well as the county ag. 
countant. Because of its greater safety the 
accrual basis of recording expenditures jg 
recommended for all counties, while the 
cash basis of reflecting revenues, with 
memorandum accounts for receivables, is 
favored. Comparability of account clas 
sifications is essential, although absolute 
uniformity is both unworkable and un- 
desirable. The recommended classification 
of expenditures by major activities and 
receipts by major sources is uniform 
throughout the state, but it accommodates 
great differences in county needs by expan- 
sion or contraction of the primary cate- 
gories. 

Other technical details consist of sug- 
gested general procedures for recording the 
budget, levying taxes, making collections, 
placing orders, making expenditures, and 
accounting for long-term assets and liabil- 
ities. The summary accounting effect of 
typical transactions is illustrated, together 
with forms of suggested statements. A 
check list from which an audit program 
may be developed is furnished in an appen- 
dix 


The recommendations of the study, al 
though reasonably specific, must still be 
tailored to fit local requirements. Most im 
portantly, the legal and administrative 
requirements for accounting must be kept 
broad and flexible enough to permit adop- 
tion of improvements in the art of ac 
counting as they are developed by the pro- 
fession. 
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Q0VERHEAD COSTS OF PRODUCTS— 
ACCOUNTING AND MANAGERIAL 
VIEWPOINTS 


R. Lee Brummet 
University of Michigan, 1956 


This study involves a survey and a 
critical examination of differing concepts 
of overhead cost assignments to products 
in view of several purposes for which pro- 
duct cost information is required. Justifi- 
cations for the study are as follows: (1) 
overhead costs represent a substantial 
portion of total costs of manufacturing 
enterprises, (2) the associations of over- 
head costs with product units have a sig- 
nificant effect upon net income calcula- 
tions and inventory valuations, (3) man- 
agement functions and many management 
decisions should be based, in part, upon 
product cost information, and (4) there is 
currently much controversy and some mis- 
understanding in the area of overhead 
costing among both accountants and busi- 
ness managers. 

The general problem of overhead cost- 
ing of products is examined and the his- 
torical development of product overhead 
cost concepts is traced in the first part of 
the study. This is followed by a discussion 
of overhead costing of products as it re- 
lates to professional accounting with its 
emphasis upon income calculation and in- 
ventory valuation. It is shown that re- 
ported net income varies in direct relation- 
ship with changes in the overhead cost con- 
tent of inventories. No conclusions may be 
drawn with regard to relative conservatism 
of various concepts of product overhead 
costs. Over the long run all concepts yield 
the same income result, but the concept 
used may be a material factor in annual 


and shorter-period calculations of net in- 
come. 

It is concluded that for financial ac- 
counting purposes (1) there is no rational 
basis for the by-passing of the product 
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cost category by all production overhead 
costs, (2) circumstances often make it in- 
appropriate to assign all recorded pro- 
duction overhead costs as product costs 
during a period of a year or less, (3) be- 
havior patterns of certain overhead costs 
are not necessarily relevant to the problem 
of tracing costs to inventoriable product 
units, and (4) long-run expectations of 
plant utilization and operating efficiency 
provide the most appropriate bases for 
determination of overhead charging rates. 

The third part of the study relates to the 
problem of harmonizing historical net in- 
come figures with those provided by break- 
even types of analyses. A technique is de- 
veloped to enable short-term forecasting of 
profits as a function of both sales and pro- 
duction volumes, and to assist in the 
understanding and interpretation of net 
income computed by conventional and 
generally accepted accounting procedures. 

In a final section of the study product 
overhead cost concepts are examined from 
management’s viewpoint. Special empha- 
sis is given to product cost concepts most 
useful for pricing decisions and for the 
control of costs. It is concluded that for 
pricing decisions (1) overhead cost infor- 
mation must involve projections of future 
costs, (2) under many if not most circum- 
stances an awareness of incremental unit 
costs is essential, and (3) long-run price 
policy should be based, at least in part, 
upon total product cost calculations in- 
cluding overhead costs in order to maxi- 
mize over-all profitability. 

In the area of cost control overhead cost 
concepts should be used to motivate re- 
sponsible employees and provide variance 
data for the administration of cost control 
plans. In general, it is concluded that full 
standard overhead costs based upon a 
reasonably high performance level at antic- 
ipated volume provide the optimum mo- 
tivation, at least at the lower echelons of 
management, and that a similar perform- 
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ance level at a practical capacity volume 
provides the most useful over-all variance 
information. 


AN INCREMENTAL ANALYSIS OF 
HIGHWAY EXPENDITURES 
IN KENTUCKY 


Virgil Langdon Christian, Jr. 
University of Kentucky, 1956 


The Kentucky incremental analysis is 
an integral part of a general highway fi- 
nance study undertaken in the summer of 
1954 to analyze ways and means of financ- 
ing the Automotive Safety Foundation 
program for bringing Kentucky’s highway 
system up to adequacy. The problem re- 
solved itself into two components: Divi- 
sion of responsibility for highway expendi- 
tures between highway users and nonusers, 
and allocation of highway user responsibil- 
ity among different classes and weights of 
vehicles. The incremental analysis was 
used to make the apportionment of user 
responsibility; it is based on the concept 
that each class and weight of vehicle 
should bear the increment in highway ex- 
penditures which it requires. 

The fundamental ideas lying behind the 
incremental apportionment of user costs 
involve the classification of roads into dif- 
ferent design standards, the standards in 
each case being determined by the function 
of the system, i.e., whether trunkline, 
arterial or feeder, and taking into account 
also the volume of traffic. Then a “basic 
road” is defined for each system, the 
“basic road” being the minimum stand- 
ard road that would be adequate for that 
system no matter how light the axles on 
it might be. Design standards are then 
increased as increasingly heavier axles are 
applied to the roadway surface; the final 
standard is that of the road which would 
actually be built under conditions of the 
projected traffic stream. All axles are 
charged equally per axle mile for the ex- 


penditure required to construct the “basic 
road,” all axles heavier than those which 
could be borne by the “‘basic road” are 
charged equally per mile of travel for the 
additional expenditure required by the 
first increment in standards; and finally, 
the heaviest axles bear alone the increment 
in expenditure required by their use of the 
highway. 

Expenditures on new construction and 
major reconstruction, resurfacing, and re- 
surfacing and widening were considered to 
be weight function expenditures and were 
separated for incremental treatment; sub- 
classes for base and surface, grading and 
drainage, and right-of-way were estab- 
lished within each. Structures were treated 
independently of the construction cate- 
gory since the increments were the same 
in all three cases. An empirical study of 
highway maintenance expenditures 
yielded no basis for a higher charge 
against heavy axles, and all axles were 
charged equally per mile of travel. 

The Kentucky study advanced the as- 
sumption that all highway expenditures 
are occasioned by motor vehicles and 
consequently, ratios for assignment of ex- 
penditure responsibility should be made 
before Federal-aid and nonuser contribu- 
tions are deducted from total program re- 
quirements in order to insure that there 
will be no distortion of responsibility due 
to the handling of these revenues. This 
method of assignment established propor- 
tions of expenditure responsibility for 
various categories of vehicles which can be 
applied directly to the amount of revenue 
which must be raised from highway users, 
the responsibility of each category depent- 
ing solely on the increment in total high 
way expenditures which it occasions. 
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A REFORMULATION OF THE 
THEORY OF THE FUNDS 
STATEMENT 


Howard M. Daniels 
University of Texas, 1957 


To answer some basic questions not ade- 
quately answered by the balance sheet and 
the income statement, a third financial ex- 
hibit has been proposed—the funds state- 
ment (sources and applications of funds). 
It has, however, received relatively little 
acceptance. Preliminary examination re- 
vealed the two-fold problem: (1) why is 
there no unified theory of the funds state- 
ment? (2) can a unified theory be created? 

Exhaustive investigation of funds state- 
ment literature in the English-writing 
countries of the world provided develop- 
mental data and ground work for basic re- 
search. Correspondence and discussion 
with leading authorities in the United 
States and England pin-pointed contro- 
versial issues. Experimental models of 
variants of the funds statement were con- 
structed and subjected to critical eval- 
uation by accountants and executives. 
Gradually, the Summary of Financial 
Transactions evolved as a successor to the 
funds statement. 

The findings of the study are: (1) there 
isno unified theory of the funds statement 
because its (a) universality is wanting, (b) 
purpose is not clearly identified, (c) termi- 
nology is thoroughly confused, and (d) 
form of presentation is inadequate, and 
(2) a unified theory can be created upon 
the cornerstones of (a) concept modifica- 
tion, (b) transaction utilization, (c) gross 
change analyzation, and (d) technique 
specification. 

The cornerstone of concept modification 
accepts the inescapable conclusion stem- 
ming from the abundance of objective 
facts discovered by the study: the concepts 


of the funds statement require modifica- 
tion. 
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The cornerstone of transaction utiliza- 
tion encourages disclosure of all financial 
transactions, not just those affecting work- 
ing capital, or cash, for example. The 
gross change analyzation cornerstone en- 
genders a major advance in financial re- 
porting—analysis of gross changes in addi- 
tion to net changes. The technique specifi- 
cation cornerstone implements the other 
three. 

The objective is to describe change and 
make financial transactions, in the mass, 
understandable and useful to those utiliz- 
ing the results of the processes of account- 
ing. 

The study creates a new financial ex- 
hibit—the Summary of Financial Trans- 
actions, and its variants. To produce the 
“Summary,” a worksheet is devised which 
appears to be nouveauté. 

The ability of the Summary of Financial 
Transactions to cope with complex sets of 
accounting data for profit seeking enter- 
prises on an historical or forecast basis, on 
a comparative as well as cumulative basis, 
is demonstrated. Its potential for construc- 
tive assistance in connection with non- 
profit economic entities such as hospitals, 
for example, is described. The utility of 
the “Summary” in industry analyses, in 
national economic analysis, and in the in- 
vestigation of changing price levels is por- 
trayed. 

The wide variety of applications pre- 
sented, and critical evaluation of the tech- 
nique itself, assure the universality of the 
Summary of Financial Transactions. It 
has a clearly defined purpose—to de- 
scribe change and make financial trans- 
actions, in the mass, understandable to 
those utilizing the results of the processes 
of accounting. Confusing terminology is 
no longer a stumbling block. The ade- 
quacy of the Summary of Financial 
Transactions is indicated by its flexibility 
and amenability to the particular problem 
of the moment, 
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In essence, the study probes the funds 
statement (sources and applications of 
funds statement), determines its deficien- 
cies, and proposes a reformulation which 
seems to hold considerable promise. How- 
ever, applied research is needed on the 
part of both profit and non-profit enter- 
prise managements, public accounting 
firms, governmental units at all levels, and 
universities. The validity of the findings 
should be tested. The groundwork laid 
should be built and improved upon. 


A STUDY OF CERTAIN DIFFER- 
ENCES BETWEEN THE AC- 
COUNTING AND TAX DE- 

TERMINATION OF BUSI- 
NESS INCOME 


David R. Dilley 
Indiana University, 1956 


Federal income tax law since 1918 has 
contained the provision that income sub- 
ject to tax shall be computed under the ac- 
counting method utilized by the taxpayer 
in keeping his books. For many years, 
however, definite and major exemptions to 
this provision have existed. Although the 
elimination of certain of these exceptions 
was accomplished by the Interna] Revenue 
Code of 1954, many differences between 
the accounting and tax determination of 
income still remain. 

These differences frequently cause tax- 
payers additional expense and work. They 
create considerable confusion among tax- 
payers, accountants, lawyers, the courts 
and the Treasury Department. They re- 
sult in frequent disputes between the In- 
ternal Revenue Service and the taxpayer, 
and they result in inequitable treatment of 
certain taxpayers. 

To help solve these problems, the fol- 
lowing objectives of this dissertation are 
established: 

1. To determine which of the differ- 
ences between the accounting and tax de- 
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termination of business income are justi. 
fied and which are not. 

2. To determine at which points the 
tax law and accounting may be brought 
into greater agreement and to recommend 
changes necessary to bring about greater 
agreement. 

3. To determine the desirability of com- 
plete agreement between the tax law and 
accounting. 

4. To determine the general validity of 
the reasoning favoring or opposing the dif- 
ferences discussed. 

Eleven differences between the account- 
ing and tax determination of income are 
discussed and analyzed. The following 
method of attack is utilized in connection 
with each topic: 

1. The generally accepted accounting 
treatment is determined. 

2. The history of the tax treatment for 
each topic is presented. 

3. The reasons for each previously 
existing difference between the accounting 
and tax treatment of each topic are deter- 
mined. 

4. The present tax law on each topic is 
stated. 

5. The reasoning behind the present 
provisions is determined. 

6. The validity of the reasoning is 
analyzed. 

7. On the basis of the analysis, conclu- 
sions and recommendations are formulated 
as to desirable changes, if any, which 
might be made in the tax law. 

It is concluded that the differences be- 
tween the tax and accounting treatment of 
installment sales, prepaid income, and re 
serves for estimated expenses are ul 
warranted. 

The Internal Revenue Code of 1954 
afforded partial relief from double taxation 
where taxpayers change from the accrual 
to the installment basis; no reason exists, 
however, for imposing any such penalty. 
Taxpayers changing from the accrual to 
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the installment basis should be taxed on 
an equal basis with taxpayers who do not 
change methods of accounting. 

Prepaid income should be taxed when 
eared rather than when received. The In- 
temal Revenue Code of 1954 brought the 
tax treatment of prepaid income into ac- 
cord with accounting. This provision was 

ed, however, primarily because it 
was argued that the initial revenue loss re- 
sulting from it would be much larger than 
originally anticipated. Since it is doubtful 
that the revenue loss would be significant, 
and since the 1954 provision was justified 
on many grounds, a provision similar to 
that which was repealed should be re- 
enacted. 

Estimated expenses should be allowed 
as deductions during the period when the 
related revenue is recognized. The repeal 
of the tax provision allowing deductions 
on this basis was due primarily to the dou- 
ble deduction and the tax revenue loss 
which would result during the first year. A 
double deduction is actually warranted, 
however, as a correction of previous in- 
equities. It is recommended that the tax 
revenue loss be alleviated by spreading 
the deduction over a transition period of 
more than one year. 

Although reasons existed at one time for 
exempting income from the discharge of 
indebtedness, much of the original reason- 
ing is inapplicable, accordingly, the tax 
law should provide relief only for tax- 
payers reducing their indebtedness as a 
means of eliminating their financial dis- 
tress. 

Income is and should be recognized for 
tax purposes upon the disposition of im- 
provements made by a lessee to lessor’s 
property, rather than upon acquisition by 
the lessor as is done in accounting. This 
difference between the accounting and 
tax treatment is justified primarily be- 
cause of the greater tax paying ability at 
the date of disposition. 
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All income taxes paid by a lessee corpo- 
ration for a lessor should be included in 
taxable income of the lessor corporation 
and should be allowed as deductions to the 
lessee. The present tax provision is incon- 
sistent and unwarranted. 

The Internal Revenue Code of 1954 
provides for the apportionment of taxes 
on real property between seller and pur- 
chaser. This treatment, which is in agree- 
ment with accounting theory, is justified 
on several grounds. It is recommended 
that the provision for apportionment of 
taxes be extended to all property taxes and 
to property transferred other than by sale. 
Where both purchaser and seller are cash 
basis taxpayers, it is recommended that no 
apportionment of taxes be allowed. 

At the option of the taxpayer research 
and experimental expenditures and soil 
and water conservation expenditures may 
be capitalized or deducted currently. The 
primary reason for the adoption of these 
provisions was the desirability of encour- 
aging expenditures of this type and this 
reason appears sufficient to warrant the 
difference between the tax treatment and 
accounting theory. Only limited validity is 
attributed to the “revenue loss” and “cy- 
clical effect” arguments against these pro- 
visions. 

That transactions in a company’s own 
stock are financing activities which do not 
give rise to gain or loss was finally recog- 
nized in the Internal Revenue Code of 
1954. This position is fully justified. It is 
recommended that the provision apply 
also to the receipt of services and to the 
discharge of indebtedness in exchange for 
stock. 

The tax law, contrary to accounting 
theory, provides for the non-recognition of 
gain where property is involuntarily con- 
verted into either cash or any other prop- 
erty, provided certain requirements are 
met. This provision is justified on the 
grounds of equity, business continuity, 
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public interest, and revenue. For con- 
sistency, losses from involuntary conver- 
sions should not be recognized. 

General conclusions of this study are 
listed as follows: 

1. Much of the reasoning stated in sup- 
port of the past and present differences 
between the tax and accounting determi- 
nation of business income appears to be 
valid. A substantial part of the stated 
justification for certain of the differences, 
however, appears to be based either on in- 
valid or incomplete reasoning. 

2. Part of the reasoning, particularly as 
stated by the courts, is based on inade- 
quate accounting knowledge. Other in- 
valid lines of reasoning are frequently 
stated because of vested interests. 

3. If accounting practice is to be in- 
ternally consistent, and if the tax law is to 
consider each provision on its own merits, 
then there can never be complete agree- 
ment of the tax and accounting determi- 
nation of business income. At present, 
however, certain differences between the 
tax law and accounting should be elimi- 
nated. 

4. General statements about the justifi- 
cation of differences between the tax law 
and accounting are difficult to make since 
each difference must be analyzed on its 
own merits. 


SOME MANIFESTATIONS OF THE 

INFLUENCE OF THE PROVISIONS 

OF THE FEDERAL INCOME TAX 
ON GENERALLY ACCEPTED 
ACCOUNTING PRACTICES 


Peter A. Firmin 
University of Michigan, 1956 


Accountants have complained that the 
Federal Income Tax exerts undue influ- 
ence on accounting practice. This study ex- 
plores selected areas of accounting prac- 
tice to observe, in a limited number of 


cases, the character and extent of that in. 
fluence. 

Basic data for this study were obtained 
from accounting records and federal in- 
come tax returns of forty-four corporations 
for the period 1945-1954. Although these 
corporations are located in a narrow geo- 
graphical area, they represent various 
industries and size classes. Supplementary 
analyses were made of published financial 
reports of thirty corporations for selected 
years between 1913 and 1955. These 
analyses of observed accounting practices 
are preceded by comparisons of tax re- 
quirements and accounting theory. 

Spheres of influence exist because rey- 
enue legislation and business accounting 
have different objectives and embrace dis- 
similar concepts of revenue and expense 
measurement. Specific areas of influence 
include accounting for (1) advances by 
customers, (2) estimated expenses, (3) 
property taxes, (4) bad debts, (5) inven- 
tories, (6) valuation of investments, plant 
and equipment, and intangible assets, (7) 
systematic cost expirations, and (8) mis- 
cellaneous differences between taxable and 
accounting net income. 

“Advances by customers” (prepaid in- 
come) and “estimated expenses” consti- 
tute areas of conflict because judicial tests 
of revenue and expense recognition differ 
occasionally from accounting criteria. Ex- 
perience with retroactively repealed Sec- 
tions 452 and 462 of the Internal Revenue 
Code of 1954 indicates that sound account- 
ing practice has been disturbed less by in- 
come tax influence in the ‘‘advances by 
customers” area than it has in accounting 
for estimated expenses. The practical dif- 
ficulty of estimating expenses explains the 
strength of the influence, and the universal 
nature of the estimated expense makes its 
omission significant. 

Prior to 1954 income tax requirements 
governing accounting for property taxes 
did not coincide with accounting theory, 
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but sound accounting practices consist- 
ently followed were nevertheless usually 
permitted. 

Although taxpayers are permitted to use 
the “reserve” method of accounting for 
bad debts, the administratively simple but 
inferior theoretically ‘direct charge” 
method has gained much favor as an ac- 
ceptable accounting practice. Internal 
Revenue Service administrative proce- 
dures have encouraged this tendency. 

The Federal Income Tax has contrib- 
uted to the development of better inven- 
tory accounting techniques, and with few 
exceptions, standard trade practices also 
constitute acceptable tax practice. The 
tax requirement that the last-in, first-out 
method be reflected in the accounts if 
utilized in the tax return patently has con- 
stituted a strong influence on accounting 
practice. 

Accounting ‘‘cost’’ of investments, plant 
and equipment, and intangible assets is 
usually synonymous with tax “basis” un- 
less the acquisition was by tax-free ex- 
change or some other procedure occasion- 
ing special tax treatment. Accounting 
practice tends to yield to tax requirements 
in specialized acquisition procedures, but 
the most important result of income tax 
influence in this area probably has been 
better fixed asset accounting. Statutory 
elections to “expense” certain expendi- 
tures have changed accounting practice, 
but unacceptability for tax purposes of the 
appraisal and revaluation technique has 
not prevented its employment. 

Percentage depletion is not customarily 
recorded in the accounts. Until 1954 in- 
tangible asset amortization policies seemed 
independent of tax requirements. Depreci- 
ation policies, however, have reflected 
strong sensitivity to income tax “regula- 
tion.” 

Other inconsequential specific influences 
exist. More importantly, the Federal In- 
come Tax has provided incentives for the 
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maintenance of adequate records and has 
emphasized the importance of the match- 
ing process. Although variances between 
taxable income and accounting net income 
tend to cancel each other in the long run, 
differences between tax liabilities based on 
the two concepts do not. 

Differences in objectives will continue 
to cause localized conflict between tax re- 
quirements and sound accounting practice. 
Accounting practice should not yield to tax 
requirements, but neither should tax pro- 
visions necessarily be conformed to ac- 
counting practice. 


A SIMPLIFIED RECONCILIATION 
OF ECONOMIC AND ACCOUNT- 
ING DETERMINANTS OF » 
DEPRECIATION COST 


Charles E. Gilliland, Jr. 
Washington University, 1956 


This study is concerned with some of the 
problems which arise in connection with 
depreciation concepts. Depreciation cost 
concepts are concerned with methods of 
application of the exhausted value, or cost, 
of the fixed assets against the product, or 
gross revenues. At present, there are two 
key areas of disagreement in depreciation 
concepts. The first is concerned with the 
problem of changes in the value of the 
monetary unit and the second is concerned 
with the relationship of the machine to the 
product. 

This work has attempted to investigate 
concepts of depreciation and to propose a 
practical and acceptable adjustment. The 
investigation considered first, economic 
concepts; secondly, accounting concepts, 
and finally, financial concepts. 

A synthesis of the considered concepts 
is proposed which is to be incorporated 
into the regularly published reports of an 
enterprise as follows: 

1. The depreciation allowance should 
be developed on an historical cost basis us- 
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ing an apportionment of the total cost to 
both time and use in a manner as realistic 
as is possible for use on both the profit and 
loss statement and on the balance sheet. 

2. It is further suggested that an inter- 
pretative statement should be provided 
based on a general price index adjustment, 
limited to the fixed assets of the enter- 
prise, and related to the profit and loss 
statement alone. 

This adjustment was investigated by the 
use of a hypothetical case and empirical 
data from the period 1921 through 1954. 
The mechanics of the adjustment are not 
complex and the related costs are nominal. 
The information gained from the adjust- 
ment is of importance to management in 
policy determination regarding mainte- 
nance and expansion of productive facil- 
ities, and in the determination of dividends 
and wages. The resulting information is 
important to present and prospective 
stockholders in appraising the effective- 
ness of the corporate management action. 
Likewise, the information is beneficial to 
employees in relation to wages and the 
well-being of the enterprise. 

The hypothetical case demonstrates 
that the magnitude of the disparity be- 
tween the present and proposed methods is 
very substantial. 

The double rate declining balance 
method of depreciation costing, author- 
ized in the Internal Revenue Code of 1954, 
was applied to some of the hypothetical 
case results. A technique was used, match- 
ing the “real” depreciation rate by selec- 
tive use of the double rate declining bal- 
ance method. It is clear, from the examina- 
tion made, that under certain conditions, 
the technique employed in this study can 
be significantly successful. 
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SOME ACCOUNTING PROBLEMS 
CONCERNING REALTY HELD 
IN TRUST 


Clayton Roald Grimstad 
The Ohio State University, 1956 


Accounting for realty held in trust in- 
volves careful distinction between income 
and principal from the time of acquisition 
of the property, throughout its productive 
life until disposition, or termination of the 
trust. The problem is complicated by the 
fact that the creator’s wishes, as inter. 
preted by the courts if necessary, will con- 
trol the trustee’s accounting. Trust la 
whether statutory or derived from coy 
decisions, also will affect the trustee’s 
counting. Generally accepted accounting 
procedures can be applied only when 
in conflict with these factors. 

No single carrying value is used in the 
trustee’s accounts for realty held in trust. 
Inconsistent procedures are commo 
used in apportioning revenues and costs 
Depreciation generally is not considered ag 
a cost in determining income payable 
the life beneficiary. Present tax laws rela 
tive to depreciation favor the income bem 
eficiary to the detriment of the remainde 
man. 4 

The legal literature and cases pertineml 
to this area of trust operations have be 
examined in this study. Many active 
accounts were also examined. Attorm 
experienced in the field and trust officers 
of several banks were interviewed to de 
termine what recommendations were made 
to clients with respect to alternative a¢ 
counting procedures, what accounting 
practices were followed in trusts un¢ 
their administration, what factors im 
enced their decisions to follow the p 
cedures used and to ascertain the prevail 
ing attitudes toward possible changes. ~~ 

The results of this study indicate that] 
the carrying value used for realty has little 
significance other than for use as a tam 
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the type usually found in C.P.A. examinations. These are sufficiently varied and numerous to permit 


alternate selection over at least a three-year period. They are carefully graded as to difficulty. A com 
plete Solutions Manual is available to adopters. 
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e logical arrangement of material 


e modern up-to-date illustrations 


e plenty of problems, carefully graded and 
integrated with the text material 


In the Fifth Edition there is new and edpanded treatment of managerial control through cost 
ccounting. The maternal on profit planning and control has been enlarged and refined to include in 
hapters 24, 25. and 26 a discussion of direct costing, cost-volume-profit: studies and break-even analysis, 
ind decision-making costs. There is also new material on the cost accounting and cost procedure effect 
GAW and automation and on the use of accelerated ‘depreciation methods 

To aid in classroom presentation, new problem material is) provided throughout the text. The 
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‘hich they are related In addition. a summary of problems for cach chapter is provided so that the 
miructor may select material pror to making assiznments 
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PRACTICE SETS Thice outstanding Practice Sets Job Order. Process. and Standard Costs 
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Reports are used in the Process Cost set. The Standard Cost set includes new Managerial Re- 
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MANAGEMENT ACCOUNTING: Text and Cases 


By ROBERT N. ANTHONY, Graduate School of Business 
Administration, Harvard University 


This outstanding text is now one of the most widely-used books of its kind with adoptions in more than 
110 colleges and universities. It is intended for students who expect to become users of accounting 
information for managerial purposes rather than accountants as such. All of the important accounting 
principles are covered, but without the details that comprise the bulk of typical accounting texts. The 
book may be adapted to courses of varying lengths by using or dropping cases as needed. 
Available to adopters is a complete Teacher’s Manual which provides commentaries on the cases together 
with suggestions as to approach, based on classroom experience in using the cases. 


PRINCIPLES OF AUDITING 


By WALTER B. MEIGS, University of Southern California 


This popular basic text serves the needs of students majoring in accounting or finance who must know 
the nature of auditing activities even though they do not plan to fill auditing jobs. It is also designed 
for students who will enter the public accounting profession, do auditing work for a governmental regula- 
tory agency, or enter the internal auditing division of a large corporation. The function of the auditor 
as an advisor and counselor to top management is reflected throughout. In addition, there is recognition 
given to the increasing attention devoted to internal control. 

Each chapter of the text includes questions and problems. In addition, a separate paper-bound booklet 
of questions and problems accompanies each copy of the book. A complete Teacher’s Manual is avail 
able to adopters. 
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basis. The probate appraisal, or the estate 
tax appraisal, is a satisfactory carrying 
value for use in testamentary trusts. The 
donor’s adjusted tax basis could well be 
ysed in the trust accounts thus eliminating 
acommon discrepancy between the ledger 
accounts and the tax records. 


re than Apportionment of receipts and disburse- 
punting ments between income and principal 
a should be done consistently. Rents and 
taxes in particular must be carefully con- 
ogether ff sidered at the inception and termination 
of a trust to assure an equitable measure- 
ment of interests accruing to all parties. 
Statutory changes will be necessary to 
achieve apportionment in many states. 
Where assets come into trust under a 
will, or are purchased by the trustee under 
know a mandatory provision to invest in realty, 
signed a charge for depreciation is usually unde- 
— sirable. The testator typically wishes to 
nition provide maximum benefits for the life ben- 
eficiary, but attorneys and trust officers 
ooklet should exercise great care to completely 
avail- 


inform the testator of the consequences, 
particularly tax-wise, of failing to provide 
for depreciation. Assets acquired by the 
trustee subsequent to the creation of the 
) trust should be subject to depreciation. 
Failure to charge depreciation against in- 
Heome will result in a gradual wasting of the 
corpus. 

)) Statutory changes making depreciation 
datory would be dangerous and un- 
itable. Permissive legislation, under 
the trustee could exercise discretion, 
would be beneficial. Perhaps the greatest 
intage to be derived from such legisla- 
would be to create an awareness of 
fe problem. 

Trust officers, attorneys and account- 
@its engaged in estate planning must be 
“alert to the importance of using accounting 
» 2 control. By careful planning and 
Pa@tafting of accounting provisions the 
stator or donor can be assured of the exe- 
ation of his wishes. 
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A CRITICAL ANALYSIS OF CON- 
TEMPORARY ACCOUNTING 
THOUGHT ON CONSOLI- 
DATED REPORTS 


Rodger Edward Karrenbrock 
University of Illinois, 1956 


As indicated by its title, the general ob- 
jective of this study is a critical analysis of 
contemporary accounting thought on con- 
solidated reports. In seeking a cross-sec- 
tion of contemporary accounting thought, 
reference was made to accounting text- 
books, accounting periodicals, the Internal 
Revenue Code, court decisions, regula- 
tions of the Securities and Exchange Com- 
mission, requirements of the New York 
Stock Exchange and similar sources. Con- 
siderable reliance has been placed upon 
the replies to a questionnaire relating to 
consolidated financial statements which 
the American Institute of Acountants’ Re- 
search Department collected in 1955 as an 
indication of the thinking of contemporary 
industrial and public accounting practi- 
tioners. 

The study has been directed toward a 
comparison and resolution of the array of 
alternative and sometimes contradictory 
and inconsistent procedures currently rec- 
ognized by accountants in constructing 
consolidated reports. The conclusions de- 
rived are offered as a theoretically valid 
framework of consolidations accounting 
standards which possesses both practical 
and theoretical merit and which conforms 
to the most useful business entity concept 
of corporate combination. 

The study includes an investigation in 
the following general areas: the objectives, 
limitations, and concepts of consolidated 
reports; criteria for consolidation; inter- 
company shareholdings; intercompany 
bond holdings; intercompany profits; 
intercompany mutual shareholdings; and 
disclosure methods and problems peculiar 
to consolidated reporting. 


ii 
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The major conclusions of the study may 
be summarized as follows: 

1. The area of consolidation is based 
upon the existence of centralized control 
coupled with the integration of operations 
of two or more corporations. Stock owner- 
ship is the most convenient criterion of 
control but the accountant cannot rely on 
a specific stockholding percentage mini- 
mum in every case. The particular circum- 
stances must be appraised. Lack of ho- 
mogeneity of operations of two affiliates, 
as long as a combination of their activities 
in a single corporation would not be con- 
trary to law or the interests of the public, 
is not a valid basis of excluding an affiliate 
from the area of consolidation. 

2. The elimination of intercompany 
shareholdings usually results in an un- 
eliminated difference. The accountant 
must make a maximum effort to ascertain 
the causes of such a difference and allocate 
it according to his findings. Under no cir- 
cumstances should the recognition of good- 
will of the consolidated group be a function 
of the relative sizes of the equities in the 
acquired affiliate. 

3. The purchase of bonds issued by an 
affiliate, by another affiliate in the open 
market, constitutes financial retirement of 
those bonds to the consolidated entity. 
The gain or loss on bond retirement is to be 
attributed to the issuing affiliate for pur- 
poses of allocating consolidated income or 
loss to the various interests. 

4. Asset valuation on the consolidated 
balance sheet should reflect the cost (or 
other conventional basis) of those assets to 
the consolidation. Thus, all markup on 
intercompany transfers of assets must be 
eliminated. The appropriate valuation of 
assets and liabilities from the viewpoint of 
the consolidated group must precede the 
determination of consolidated capital. It 
is a violation of generally accepted ac- 
counting principles to assign a value to 
ownership equities and then to establish 
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asset values which are necessary to main- 
tain accounting-equation balance. 

5. Mutual intercompany shareholdings 
represent treasury shareholdings and are 
to be treated accordingly. 

6. The minority interest has none of the 
accounting characteristics of a liability 
and should not be treated in that way. It 
is a part of consolidated capital although 
it is a proportional interest in one unit of 
the consolidated group rather than a pro- 
portional interest in the entire group. The 
primary purpose of the minority interest 
on the consolidated balance sheet is the 
prevention of an overstatement of the con- 
trolling interest. 


THE STATEMENT OF APPLICA- 
TION OF FUNDS IN MODERN 
CORPORATE ACCOUNTING 
PRACTICE 


Jack J. Kempner 
Ohio State University, 1956 


The primary objective of the study of 
the application of funds statement in mod- 
ern corporate accounting practice was to 
determine the extent of current usage and 
to obtain the reactions of those whose task 
it is to interpret financial data. It was be- 
lieved that a knowledge of the flow of 
working capital in corporate enterprise is 
vital to the successful management and 
analysis of a business entity. Since the 
funds statement is basically designed to 
disclose such information, it seemed perti- 
nent to investigate the desirability of ele- 
vating the statement to the status of a 
major financial exhibit. 

The first part of the study was concerned 
with an historical development of the 
funds statement followed by a discussion 
of its modern concepts with emphasis on 
the underlying purpose of the statement. 
The second phase involved an inquiry into 
current practice. Data was obtained from 
extensive questionnaires mailed to firms of 
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certified public accountants, bank loan 
officers and security analysts. In addition 
a suitable number of corporate annual re- 
ports published during the past decade 
were investigated and finally an analysis 
was made of a recent study of manage- 
ment’s use of the funds statement for in- 
ternal reporting purposes. 

Accountants were asked to specify the 
use they made of the funds statement in 
their audit reports, the attitude of their cli- 
ents toward the statement and their form 
and methods of preparation. Bank loan 
officers and security analysts were re- 
quested to indicate their own experiences 
in the use of the funds statement and to 
tender their opinions with regard to vari- 
ous aspects of the statement. Corporate re- 
ports were studied in order to determine 
the extent to which funds statements were 
included in these reports. 

The results of the study revealed that a 
relatively small proportion of corporations 
include the funds statement in their annual 
reports. Nevertheless, there was a sub- 
stantial increase in the submission of these 
statements over the past ten years. More 
than eighty per cent of the bank loan offi- 
cers who were contacted replied to the 
questionnaire and emphatically stressed 
the importance of the funds statement for 
an adequate analysis of their customers’ 
financial activities. Accountants furnished 
evidence that although most of them have 
not yet established the funds statement on 
an equal basis with the balance sheet or in- 
come statement, the trend is progressing in 
that direction. Security analysts seemed to 
find less need for this report than bankers 
or business executives. 

Most accountants and readers of finan- 
cial reports prefer a continuation of a 


working capital approach rather than an 
emphasis on the cash balance. Corporate 
Managers, on the other hand, favored a 
cash approach for internal reporting pur- 
poses since they were more concerned with 
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the highly liquid funds required to meet 
payrolls and short term loan obligations. 
The survey further indicated that many 
businessmen found it easier to appreciate 
the flow of their financial resources 
through a study of the funds statement 
than by reviewing the balance sheet or in- 
come statement alone. The former state- 
ment more clearly discloses the sources 
from which funds were derived and serves 
to summarize the manner in which man- 
agement has handled the disposition of 
these funds. 

Of particular significance, the report 
emphasizes the inevitable discrepancy 
that exists between reported book profits 
and funds made available through opera- 
tions. This emphasis is accomplished by 
eliminating the highly subjective deprecia- 
tion charge from the statement. 

The following recommendations were 
made as a result of the study. Continued 
use of the working capital approach seems 
preferable except for purposes of internal 
reporting in which case the cash balance 
approach may be favored. No rigid form 
of funds statement is advocated but ac- 
countants should avoid highly complex re- 
ports unless it is prepared for their own 
use. The highly successful use of budgets 
and projected financial statements in re- 
cent years warrant the inclusion of predic- 
tive funds statements as well. Finally, in 
view of the vital funds flow data contained 
only in this statement, public accountants 
are urged to treat it as a major financial 
exhibit, rendering an opinion along with 
the balance sheet and income statement. 


STANDARDS AND INCENTIVES IN 
PREVENTIVE MAINTENANCE 


Clark E. Myers 
Harvard University, 1956 
One area of industrial management 


which has received little attention from 
writers and researchers is industrial main- 
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tenance. Because the whole area of main- 
tenance is broad, the purpese of this study 
is to investigate standards and incentives 
in preventive maintenance. 

Broad measures of maintenancé per- 
formance include (1) the ratio of mainte- 
nance to direct labor, (2) the ratio of 
maintenance cost to sales volume, (3) lost 
production time due to breakdowns as a 
measure of efficiency, (4) comparison with 
other company plants, (5) ability to meet a 
maintenance budget, and (6) improvement 
over previous performance. Work stand- 
ards are set in the following ways (1) im- 
provement over past performance, (2) 
time standards set in advance of work per- 
formed, (3) time standards applied after 
completion of work, and (4) some com- 
bination of these methods. 

A formal preventive maintenance pro- 
gram includes (1) an inventory of plant 
and equipment; (2) scheduling of lubrica- 
tions, inspections and adjustments, tests, 
and overhauls; (3) methods and measure- 
ment work; (4) flexibility to do emergency 
work. 

Top management must be held respon- 
sible for the poor work performances in 
industrial maintenance. Top management 
must investigate more fully the mainte- 
nance function and the type of personnel 
chosen for maintenance management. Top 
management has the responsibility to use 
properly the tools and methods available 
for increased efficiency. 

Conclusions are (1) pressures for the ac- 
complishment of maintenance work vary 
in different types of production situations, 
(2) incentive wages for production work- 
ers precede incentives for indirect work- 
ers, (3) consultants have been influential 
in the type of incentive and standard pro- 
gram adopted, (4) management must look 
upon the management of maintenance as 
a complex job requiring administrative 
skill plus training; preventive maintenance 
increases such demands for it forces plan- 


ning, scheduling, and work assignment 
and leads logically to methods and meas. 
urement work, (5) maximum total eff. 
ciency is the main goal and maintenance 
efficiency must be used accordingly. The 
recommendation of this thesis is that a pre- 
ventive maintenance program with work 
standards be combined with a plan for 
estimating emergency work in total. The 
payment of incentive wages is recom- 
mended if production workers are so paid. 


AN EVALUATION OF ACCOUNTING 
METHODOLOGY AS AN ACCEN- 
TUATING FACTOR IN BUSI- 
NESS FLUCTUATIONS 


Delmas D. Ray 
University of Florida, 1956 


Since Professor Fritz Schmidt wrote 
Die Indusiriekonjunkiur—ein Rechenfehler 
in 1927, the theory has persisted that ac- 
counting methodology accentuates busi- 
ness fluctuations. The purpose of the 
study is to try to determine if accounting 
is capable of affecting business decisions 
relative to investment, dividend policy, 
wages, and prices in such a way as to 
accentuate business fluctuations and to 
determine if the underlying assump- 
tions seem realistic. As a corollary, an at- 
tempt is made to determine if there have 
been changes in the institutional arrange- 
ment, or in accounting techniques, since 
Schmidt’s publication that would tend to 
modify accounting methodology as an ac- 
centuating factor. 

Of the four components of gross na 
tional product, this study deals with the 
effects of accounting methodology upon 
private domestic investment and personal 
consumption expenditures. Net foreign il- 
vestment is ignored because of its small 
size and governmental expenditures are ig- 
nored because it is felt that they are not 
closely tied to accounting policies of bust 
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ness firms. The emphasis is on the large 
corporation since better information on 
this type of business organization is avail- 
able and since the large corporation does 
the lion’s share of the country’s business. 
Much of the material presented is qualita- 
tive in nature, the evidence is indirect, and 
the propositions are not subject to direct 
“proof.” However, whenever possible, the 
relationships are expressed quantitatively. 

In chapters II to V much evidence is 
presented to show that, over the years, 
writers have thought that accounting did 
affect business fluctuations via investment 
decisions and the specific accounting prac- 
tices, as well as the points of contact with 
business cycle theory, have been high- 
lighted. In chapter VI the inherent as- 
sumptions on which the theoretical struc- 
ture of the earlier chapters is built are ex- 
amined. Certain alternative assumptions 


underlying investment behavior are con- 
sidered and the segments of the present- 
day institutional framework, which have 
been abstracted away in earlier chapters, 
have been replaced. Accounting method- 
ology is alleged to accentuate business 
fluctuations by affecting dividend, wage, 
and pricing policies of business firms and, 
hence, consumption expenditures. An eval- 
uation of this side of the argument forms 
the subject matter of chapters VII and 
Vil. 

The author concludes that accounting 
methodology accentuates business fluctua- 
tions via investment expenditures if it is 
assumed: (1) businessmen attempt to in- 
vest in such a way as to maximize expected 
profits; (2) past profits as measured by ac- 
counting methods are accepted in lieu of 
expected profits; and (3) businessmen are 
misled by profits as reported by account- 
ants. The first assumption is considered 
valid from a long-run point of view but 
only partially true in the short-run in the 
large, widely-held corporation. While ex- 
post profits, as determined by accounting 
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methods, appear to be taken into consid- 
eration in the making of investment deci- 
sions, the evidence indicates that expected 
profits are not merely the projection of 
past profits, as is so often implied. The as- 
sumption that businessmen, especially in 
the large corporations, are misied by the 
“misstatement” of profit due to account- 
ing methods is unwarranted. 

The effects of accounting methodology 
upon consumption expenditures by unduly 
influencing dividend and wage policy are 
negligible. While it may be possible that 
the use of accounting costs is a factor con- 
tributing to the reluctance of businessmen 
to lower prices during depression, the role 
of price flexibility in business fluctuations 
is itself an unsettled one. 

In recent years, there have been changes 
in both the institutional arrangement and 
in accounting techniques that would tend 
to weaken accounting methodology as an 
accentuating factor. While the theory that 
accounting methodology accentuates busi- 
ness fluctuations cannot be completely 
vitiated, the writer believes it has been un- 
duly emphasized. 


AUDITING STANDARDS, THE 
LAW AND THIRD PARTIES 


Roland F. Salmonson 
University of Michigan, 1956 


The purpose of this study is primarily to 
determine the auditing standards to which 
independent public accountants must ad- 
here in order to meet the responsibilities 
to third parties—the client’s stockholders 
and creditors—placed upon them by the 
common and statutory law. Of the many 
factors which account for the increased 
demand for and reliance upon independent 
public accountants’ opinions, one, the al- 
most insatiable demand for additional 
capital by business, seems certain to con- 
tinue to grow. And, as more and more per- 
sons from all walks of life are asked to sup- 
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ply this capital, the accountant will owe a 
duty to an ever-increasing proportion of 
our society. Unfortunately, the average 
public accountant does not appear to be 
relatively well-informed as to what is his 
legal responsibility to the capital providers 
in our economy. 

In order to determine the common 
law’s “auditing standards,” all reported 
actions brought against independent pub- 
lic accountants are reviewed and analyzed. 
No significant actions against public ac- 
countants have been brought under the 
provisions of two major Federal laws af- 
fecting accountants—the Securities Act of 
1933 and the Securities and Exchange Act 
of 1934. Consequently, the study of the ac- 
countants’ responsibility to third parties 
under statutory law is almost completely 
limited to an analysis of the Securities and 
Exchange Commission’s administration of 
these Acts. All of the so-called Rule II (e) 
proceedings are summarized and analyzed, 
as well as a number of other SEC cases in 
which Commission criticism of the ac- 
countants was found. Specific attention is 
directed toward the conduct of the ac- 
countants which induced the action or 
proceedings against them. In most in- 
stances, the accountants’ conduct was an- 
alyzed from the view-point of the profes- 
sion’s modern generally accepted auditing 
standards. 

The study shows that, under the com- 
mon law, accountants may not be held lia- 
ble to third parties for negligence. A possi- 
ble exception to this general rule exists— 
liability for negligence may be imposed if 
it can be shown that the accountants’ opin- 
ion was secured for the primary benefit of 
a specific third party. Accountants may be 
held liable to third parties for fraud if their 
conduct is so grossly negligent that an in- 
tent to deceive, necessary to support an 
action in fraud, may be inferred there- 
from. The courts have called the ac- 
countants’ conduct grossly negligent 


when it embraced such acts as a refusal to 
see the obvious, reckless misstatement 
blindness, reckless disregard of conse. 
quences and similar acts. Accountants 
may be held liable to third parties for neg. 
ligence under the Securities Act, while the 
Securities and Exchange Act contains pro- 
visions for the imposition of liability stated 
in terms similar to the common law's 
fraud doctrine. 

The study further shows that in virtu. 
ally all of the common law cases and SEC 
cases and proceedings reported the ae. 
countants violated the accounting profes. 
sion’s modern generally accepted auditing 
standards. And further, in a number of in- 
stances, they also violated the profession’s 
prevailing standards. 

Some of the conclusions drawn are: 


1. Based upon the exoneration of the 
accountants in most of the common 
law cases, the common law’s “audit- 
ing standards” are definitely inferior 
to those of the accounting profession. 
This is perhaps even more true today 
since the law found in the earlier 
cases is still “good’”’ law today, while 
marked improvements have been 
made in the profession’s standards. 
An interesting question, even though 
it cannot be answered, may be raised 
here. Will the court in the next third 
party action take cognizance of the 
accounting profession’s markedly im- 
proved auditing standards or will it 
follow precedent and relegate these 
standards to a position of secondary 
and nominal significance? 

2. The statutory law’s “auditing stand- 
ards” as found in the provisions of 
the Acts and which call for the exer- 
cise of the same degree of skill and 
care as would be exercised by a pm 
dent man in the management of his 
own property are likewise inferior to 
those of the accounting profession. 


3. 
ana 
pen 
in 
: ing 
auc 
rec 
sig] 
in 
sta 
T 
A 
IN 
ail 
th 
an 
Ke 
ses 
ta 
va 
DE 
he 
Pp 
Pp 
DE 
ar 
m 
ic 


The accounting profession’s stand- 
ards call for professional skill and 
care as exercised by a professionally 
competent man. 

3. The statutory law’s “auditing stand- 
ards” insofar as found in SEC’s ad- 
ministration of the Acts, are the 
same as those of the accounting pro- 
fession. 


Finally, a prophecy, supported by an 
analogy, is made to the effect that inde- 
pendent public accountants will some day 
in the future be held to owe a duty sound- 
ing in negligence to third parties. Then the 
auditing standards of the profession will 
receive a new and deserved mantle of 
significance and importance and become, 
in truth, the common law’s auditing 
standards. 


THE CONFLICT BETWEEN LAW 

AND ADMINISTRATIVE PRACTICE 

IN VALUATION OF PROPERTY FOR 
TAXATION IN KENTUCKY 


John Shannon 
University of Kentucky, 1956 


The valuation of property for taxation 
affords a dramatic example of the conflict 
that can arise between the dictates of law 
and the practice of administrators. The 
Kentucky Constitution clearly directs as- 
sessment officials to assess property for 
taxation at estimated current market 
value. This constitutional mandate has 
been flagrantly violated by the time- 
honored and pervasive administrative 
practice of fractional valuation. At the 
present time, real estate in Kentucky is 
being assessed on a statewide average at 
approximately one-third of its current 
market value. The present practice of stat- 
lc fractional valuation can be traced di- 
rectly to the failure of state and local as- 
sessment officials to gear assessed valua- 
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tions to the great post-depression advance 
in property values. 

Administrative deviation from the full 
value law not only stands in flat contradic- 
tion to the constitutional intent that 
property is to be assessed at estimated 
market value; it has also substituted an 
arbitrary administrative assessment sys- 
tem for the legal valuation standard. In 
addition, low assessment has undermined 
the fiscal integrity of local governments 
and schools. It has also placed state and 
local assessment officials in a position to 
assume the tax and budgetary responsibil- 
ities of local legislative bodies. 

The central aim of this study is to deter- 
mine the primary cause for the failure of 
state and local assessment officials to gear 
assessed valuations to rising property 
values. Kentucky’s recent assessment ex- 
perience indicates that the decision to 
raise tax assessments substantially, in 
order to keep pace with rising price levels, 
has become too charged with local and 
statewide political and tax policy ramifica- 
tions to be executed by ministerial officials 
in compliance with the dictates of the mar- 
ket value assessment law. 

In advancing this “political obstacle’ 
thesis as the primary cause for the failure 
of property tax assessments to rise with 
price levels, this study, of necessity, also 
attacks a basic constitutional assumption 
which underpins the market value law. 
This constitutional premise can be de- 
scribed as the assumption that the entire as- 
sessment process is purely a ministerial or 
technical function of market value estima- 
tion, which can be effectively divorced 
from the political or tax policy function of 
tax load determination. 

The legal theory assumes that because 
the estimation of market value of property 
is obviously a technical function ié neces- 
sartly follows that an upward revision of as- 
sessment levels is also a routine ministertal 
function. The massive political pressures 
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that prevent administrators from raising 
assessment levels to full value provides 
persuasive evidence to refute this unreal- 
istic legal assumption. 

Most property owners, tax administra- 
tors, and political leaders have never ac- 
cepted as dogma the legal sophistry that 
the entire assessment process can operate 
in a fiscal policy and political vacuum. 
They are aware that an administrative de- 
cision to raise the assessment base sharply 
not only changes “the rules of the game” 
but, more important, such a decision can 
increase property tax loads just as surely 
as a local legislative decision to increase 
tax rates. 

The head-on collision between assess- 
ment law and practice, which occurs dur- 
ing periods of rising or high level prices 
cannot be attributed to defective assess- 
ment machinery or to the ignorance or 
timidity of state and local assessment offi- 
cials. This conflict can be traced to a defec- 
tive constitutional premise that ignores 
the powerful economic and political forces 
that can completely stymie administrative 
efforts to gear assessed valuations to the 
market value law. 

Aside from radical legai surgery, there 
appears little likelihood of resolving the 
present conflict between the law that calls 
for full value assessment and the adminis- 
trative practice of fractional valuation. 
To resolve this conflict it is recommended 
that all constitutional and statutory refer- 
ences to fair cash value be repealed. A 
statutory valuation standard should be 
substituted which would direct assess- 
ment officials to assess all property for 
taxation at a uniform percentage of cur- 
rent market value within each taxing 
jurisdiction. 

The full value law is a dead letter. It is 
sound public policy to repeal a law that 
has been reduced to a mockery. The repeal 
of the rigid full value law would provide 
legal recognition that it is virtually im- 


possible for state tax officials to enforce a 
decree that there shall be one statewide 
assessment level for all time, under aj] 
economic conditions, for all units of local 
government. A flexible assessment stand- 
ard would also provide legal recognition 
that the general level of assessment im- 
posed on property in each taxing jurisdic. 
tion is just as much a political issue as the 
selection of the tax rate. Because it is a 
policy issue, the determination of the as- 
sessment level should be permitted to 
vary with time and circumstance. 

To implement a flexible home-rule valu- 
ation policy, it would be necessary to re- 
move all state rates on locally assessed 
property. This will eliminate the legal need 
for state intervention. Moreover, it is im- 
perative that the local legislative bodies be 
given the power to determine the percent: 
age at which property is to be assessed for 
local taxation. The elective office of county 
tax commissioner should be abolished and 
the appointed office of county appraiser 
should be created under the direct control 
of the county judge. The Kentucky Tax 
Commission should be stripped of its la- 
tent power to issue “‘blanket assessment 
raises”; this authority should be trans- 
ferred to the local legislative bodies. 


A STUDY AND APPRAISAL OF AC- 
COUNTING INSTRUCTION IN 
TENNESSEE COLLEGES 
AND UNIVERSITIES 


Alex Wilhelm Swang 
University of Alabama, 1956 


The impending increase of enrollment 
in accounting courses in colleges and uni- 
versities throughout the United States 
poses many problems in the teaching of 
accounting if standards of accounting in- 
struction are to be raised rather than im- 
paired. 

Colleges and universities have the re 
sponsibility of training accountants for 
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their tasks of classifying, recording, sum- 
marizing, and interpreting business data 
and performing related business functions. 
This responsibility can be resolved only by 
developing effective accounting programs, 
curriculums, and degree requirements 
which prepare the accountant for the 
duties he will be required to perform. 
Furthermore, qualified accounting in- 
structors should be secured to impart most 
efiectively to the student the theory and 
techniques he will need to furnish a useful 
service to society, and so to be successful 
in his calling. 

It is the purpose of this study to com- 
pare accounting instruction in twenty- 
nine colleges and universities, and forty- 
two accounting teachers, in Tennessee 
with some basic criteria of effective ac- 
counting instruction in its over-all sense. 

For basis of analysis, criteria of an effec- 
tive accounting teacher, an effective ac- 


counting program, and an acceptable ac- 
counting curriculum are developed. These 
criteria were derived from a careful analy- 
sisofaccounting publications—particularly 
the American Accounting Association’s 
Accounting Teacher’s Guide, and articles in 
THE ACCOUNTING REvIEw, the account- 
ing teacher’s publication—dealing with 
accounting instruction on the collegiate 
level. 

As an additional basis for appraising ac- 
counting instruction in Tennessee colleges 
and universities, fifty accounting instruc- 
tors in twenty-seven different colleges and 
universities in the nine states adjacent to 
Tennessee, and the schools themselves, 
were compared with the same set of cri- 
teria. 

For all the schools as a group, it was 
found that accounting instruction in 
Tennessee generally does not conform to 
the criteria established. The eight Tennes- 
see schools which offer a major in account- 
ing, however, are in essential agreement 
with the criteria. 
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ACCOUNTING PROBLEMS OF THE 
TENNESSEE VALLEY AUTHORITY 


Vern H. Vincent 
University of Michigan, 1956 


This research was undertaken in order 
to locate and analyze major problems in- 
volving accounting which have confronted 
officials of the Tennessee Valley Author- 
ity. It required the study of literature con- 
cerning both accounting and TVA; and it 
was found necessary to utilize information 
secured directly from TVA sources. The 
critical areas for examination were found 
in the problems of common-cost allocation, 
the real cost of TVA power, and the appli- 
cation of accounting theory to specific 
situations. 

These problem areas were analyzed in 
turn after the presentation of material im- 
portant to an understanding of TVA: the 
historical background of the organization 
and a summary of events significant in its 
development during the first twenty-two 
years. 

With respect to the problem of cost al- 
location it was found that the method de- 
veloped by TVA is accepted currently as 
the most reasonable approach by other 
federal-government agencies responsible 
for stream planning; that the TVA appli- 
cation of the method receives now only 
minor criticism largely confined to the 
measuring of benefits to navigation; that 
allocation is inherently indeterminate, 
there being no “correct” solution which 
can be formulated on the basis of account- 
ing or any other discipline; that the in- 
determinateness found in the problem of 
common-cost allocation is typical of cost 
accounting generally, differing only in de- 
gree at TVA; that, as a result, in business 
reporting only an answer which is “‘reason- 
able” can be found usually for the total 
cost or average total cost of a unit of prod- 
uct or service; that allocation is not rele- 
vant to business decisions generally; and 
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that if product pricing is to depend on al- 
locations, despite the inherent arbitrari- 
ness (as appears to be true in some federal 
multiple-purpose water control agencies) 
the allocation should be determined to the 
fullest extent possible in the basic law. 

In the area of cost determination it was 
found that converting TVA’s recorded 
and reported costs to actual or real costs 
required numerous adjustments. These ad- 
justments reflected not an inadequacy of 
TVA records but limitations inherent in 
the record-keeping process, limitations 
created primarily by the need for objectiv- 
ity in recording. Major implicit costs of 
power, that is, real costs not actually en- 
tered in the books because of not having 
been incurred by TVA itself, were found 
to be the annual cost of capital and federal 
taxes, the former being as a rule implicit 
to private firms in large measure and the 
latter being explicit to firms generally but 
implicit to TVA. Minor implicit costs 
were found to be construction interest, 
workmen’s compensation cost, and un- 
employment compensation cost. Recorded 
costs were not adjusted for changes in the 
general price level from 1933 to 1955. For 
purposes of cost analysis TVA’s recorded 
annual depreciation on power assets was 
converted by formula to a modified com- 
pound-interest basis. 

The inference can reasonably be drawn 
from the cost analysis that TVA power 
revenues have covered the real costs of 
power including imputed federal taxes and 
capital cost at a rate somewhat above 3 
percent. It is not clear whether this rate 
actually covers the cost of capital dedi- 
cated to TVA by the United States govern- 
ment; the rate exceeds the government 
cost of money but not the opportunity 
cost of capital in the electric util:<y indus- 
try. 

The TVA treatment of the questions of 
accounting theory which were examined 
in detail, as well as the handling of alloca- 
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tion and cost problems, appears to justify 
the statement that the accounting reports 
of TVA have been generally weli prepared 
and that they have been misleading 

to the extent determined by the inherent 
limitations of accounting. 


A THEORY OF TAXABLE INCOME 


Richard L. Williamson 
Indiana University, 1956 


To the person untrained in tax account- 
ing and tax law, there may seem to be no 
problem in defining income. People are 
likely to think of something related to 
their own experience where they have little 
difficulty in deciding what income should 
be, and it may seem to them that the prob- 
lem in tax accounting is the determination 
of what the taxpayer can deduct in arriv- 
ing at taxable income. This study advances 
the proposition that the problem, rather, 
is the determination of income and that 
the handling of deductions is an acquired 
technique in the use of the statutes, regu- 
lations, and interpretive tax services. 

The determination of income is a prob- 
lem because a clear and usable definition 
of taxable income does not exist. The 
Supreme Court, which is the only institu- 
tion under the American constitution 
which can define income, has rejected the 
efforts of economists and accountants in 
defining income, and has attempted to 
build its own definition in terms of legal 
precedent. Beginning with the case of 
Eisner v. Macomber' in 1920 the Supreme 
Court tried to construct a definition 
around the concept of realization: the 
idea that the taxpayer must have “some 
thing coming in” in order to have taxable 
income, 

But as the courts wrestled with the 
problem of applying the concept of reall- 
zation to specific cases, they gradually ex 


1 252 U. S. 189 (1920). 


pande 
In fa 
the i 
which 
count 
was 
zatiol 
ized 
delin 
predi 
fit a 
| syste 
limi 
Th 
zatio 
up 0 
ciple 
some 
| thing 
must 
yield 
tione 
ciple 
ingi 
thre 
pring 
to 
lead 


panded the concept, thus developing sub- 
sidiary principles under the main concept. 
In fact, social justice seemed to require 
the inclusion of some things as income 
which might not be so considered in ac- 
counting or law: the concept of realization 
was stretched quite beyond its original 
meaning: Following the principle of reali- 
zation, various legal writers attempted to 
put this maze of decisions into an organ- 
ized rationale, but they found it difficult to 
delineate an integrated system, useful and 
predictive, and they found it impossible to 
fit all of the cases into their respective 
systems: all were faced with conceptual 
limitations or exceptions. 

This study advances the idea that reali- 
zation should rather be considered as made 
up of three coordinate and cardinal prin- 
ciples, viz., the taxpayer must receive 
something, the taxpayer must yield some- 
thing, and the thing the taxpayer receives 
must be in exchange for the thing he 
yields. The courts have nowhere men- 
tioned these three principles, but the prin- 
ciples can be interpolated from the reason- 
ing in many cases. The bare outline of the 
three principles is not sufficient, for the 
principles must be explained and applied 
to specific cases. What appear to be the 
leading cases are examined to find the sub- 
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sidiary principles which arise as the ex- 
planations and applications are made. 
Attention is directed to a consideration 
of what it means to receive something. It 
is found that the “something” may be 
intangible as well as tangible, while the 
“action of receiving” may constitute 
actual, constructive, and imputed receipt 
to the cash basis taxpayer, and the right to 
receive may constitute receipt to the ac- 
crual basis taxpayer. The “something” 
yielded may be intangible things, such as 
rights, as well as tangible things like capi- 
tal and labor; the nature of yielding may 
be performance, surrendering of use, dis- 
posal by exchange or reorganization, etc. 
Intent is the chief determinant of whether 
the thing yielded is in exchange for the 
thing received and an investigation is 
made of the various indicia of intent. 
Finally, an attempt is made to coordi- 
nate all of the subordinate principles and 
subsume them under the three major prin- 
ciples as an outline or theory of taxable in- 
come. It is believed that this forms a some- 
what more consistent frame of reference 
and that it leaves fewer doubtful and dif- 
ficult cases which do not fit into the ra- 
tionale. It is believed, also, that this theory 
forms the basis of an administratively us- 
able and predictive system. 
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REPORT OF THE 1957 PRESIDENT 


C. A. MoyvER 


REPORT of the activities of the 
A American Accounting Association 
for 1957 offers problems similar to 
those encountered in accounting for in- 
ventories and for cost of goods finished in a 
manufacturing concern. Some projects of 
the Association which were in process at 
the beginning of the year were completed 
during the year; some projects which were 
started in earlier years and some which 
were started in 1957 were not completed 
by the end of the year; and some projects 
were started during 1957 and finished dur- 
ing 1957. This is as it should be, however, 
because the Association is a continuing 
organization and the activities should not 
be sharply separable from year to year. 
The purpose of this report is to furnish 
the membership with a brief description of 
what the Association is doing and some of 
its plans for the future. The primary em- 
phasis by the Association over its life has 
been on accounting education and ac- 
counting research although other account- 
ing areas are not neglected. This continu- 
ing emphasis on education and research is 
quite apparent in the description which 
follows. 


PUBLICATIONS 


Tue AccountTING REviEw. This quar- 
terly publication has continued to expand 
and improve over the years, and has be- 
come recognized throughout the world 
as a leading accounting periodical. During 
the year hundreds of individuals who re- 
ceive THE REVIEW, including many not 
engaged in teaching, have complimented 
the Association on the quality of the con- 
tent of this publication. The high regard in 
which Toe AccountTING REviEw is held 
by accountants is attributable to the ef- 
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forts of the editor, Frank P. Smith, the 
efforts of those in charge of the various de- 
partments of the magazine, and the many 
contributors. 

Accounting and Reporting Standards for 
Corporate Financial Statements and Preced- 
ing Statements and Supplements. The 
Committee on Accounting Concepts and 
Standards completed its revision of the 
1948 version of Accounting Concepts and 
Standards Underlying Corporate Financial 
Statements. This revision was published 
under the title shown above in a pamphlet 
which contained not only the 1957 revision 
but also the 1948 revision and supple- 
mentary statements, the 1941 revision, 
and the original tentative statement of 
Accounting Principles Underlying Corpo- 
rate Financial Statements first published in 
1936. This pamphlet was distributed to all 
members, and provision was made for the 
sale of additional copies to those desiring 
them. 

Young Eyes on Accounting. The Com- 
mittee on Student Personnel has been en- 
gaged for several years in the preparation 
of a career pamphlet to be distributed 
principally to high school seniors. This 
pamphlet was completed at the end of the 
year and a copy has been sent to all mem- 
bers of the Association. It has been made 
available free of charge to independent 
groups and will be distributed widely 
throughout the country. The American 
Institute of Certified Public Accountants 
and the Institute of Internal Auditors co- 
sponsored the publication of this pam- 
phlet. 

Effects of Price Level Changes on Business 
Income, Capital, and Taxes. The price level 
studies undertaken through the assistance 
of the Merrill Foundation have now been 
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completed. Two volumes of this study 
were published in earlier years and the 
third one, named above, was released early 
in 1957, and was written by Ralph C. 
Jones. 


REORGANIZATION OF ASSOCIATION 
ACTIVITIES IN ACCOUNTING 
RESEARCH 


A new committee was appointed in 1957 
called the Committee on Responsibilities of 
the American Accounting Association in the 
Development of Accounting Theory and was 
instructed to suggest to the Executive 
Committee a possible plan of reorganiza- 
tion of the activities in the area of account- 
ing research. This committee recom- 
mended that a Joint Committee on Re- 
search be established under the chairman- 
ship of the Director of Research. The 
other members of this joint committee 
would be the chairmen of the various task 
committees engaged in research in the 
various accounting areas. Each of the task 
committees would be responsible for 
specific projects but the efforts of all of 
them would be coordinated through the 
Joint Committee on Research. This recom- 
mendation was accepted by the Executive 
Committee, and the new organization will 
be put into effect in 1958. 


MEETINGS ATTENDED BY THE PRESIDENT OR 
OTHER REPRESENTATIVES OF THE 
ASSOCIATION 


During the year the President repre- 
sented the American Accounting Associa- 
tion at the Ohio State Accounting Insti- 
tute in Columbus, Ohio, at the American 
Institute of Certified Public Accountants 
Council meeting in Hot Springs, Virginia, 
at the Southeast Regional meeting of the 
AAA in Athens, Georgia, at the Southwest 
Regional meeting of the AAA in Dallas, 
Texas, at the Illinois Society of Certified 
Public Accountants’ annual meeting in 
Chicago, Illinois, at the annual meeting of 
the American Institute of Certified Public 
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Accountants in New Orleans, Louisiana 
and meetings of various Beta Alpha Psi 
chapters and accountancy clubs. Other 
officers represented the Association at 
meetings of the Federal Government’s Ac. 
countants’ Association, the National As. 
sociation of Accountants, the Institute of 
Internal Auditors, and the meetings of the 
American Woman’s Society of CPAs and 
the American Society of Women Account- 
ants. S. Paul Garner and James L. Dohr 
represented the Association at the Inter. 
national Congress of Accountants held in 
Amsterdam in August. 


1957 CONVENTION 


The Annual Convention of the Associa- 
tion was held on the campus of the Univer- 
sity of Wisconsin in Madison, August 27 
through 29. Secretary-Treasurer R. Carson 
Cox reported on this meeting in the Jan- 
uary 1958 issue of THE ACCOUNTING Re- 
VIEW. 

The enthusiastic reception of the pro 
gram by those attending was a tribute to 
the fine presentations given by the partici- 
pants. The Arrangements Committee fur- 


nished excellent accommodations for mem- f 


bers and their families and made the fine 
facilities of the University available to the 
Association for its technical meetings. Two 
features which were particularly appre- 
ciated were the continuous free coffee and 
refreshments, and the excellent entertain- 
ment at the banquet. 


ALPHA KAPPA PSI AWARD 


The Alpha Kappa Psi Award for out- 
standing service in the field of accounting 
was presented in 1957 to Harry A. Finney. 
The presentation was made by Professor 
Wyley S. Mitchell, of the University of 
Kansas, District Counselor of Alpha 
Kappa Psi. 


CONVENTION SITES 1958-62 


It is necessary that the Executive Com- 
mittee make tentative plans for the annual 
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convention a number of years in advance 
inorder that facilities will be available.The 
convention sites for each of the next five 
years are as follows: 


1958 Syracuse University, Syracuse, 


New York 

1959 University of Colorado, Boulder, 
Colorado 

1960 Ohio State University, Colum- 
bus, Ohio 

1961 University of Texas, Austin, 
Texas 

1962 Michigan State University, East 


Lansing, Michigan 
GROWTH IN MEMBERSHIP 


At the end of the year the number of 
members was larger than at any time in 
the history of the Association. The number 
of full members increased from 7,000 at the 
beginning of the year to 8,100 at the end of 
the year. In addition, there were 7,500 
associate members, and 1,350 subscribers 
at the end of the year. The general chair- 
man of the Membership Committee and 
the state chairmen performed a tremen- 
dous service to the Association in the care- 
ful planning and expert execution of the 
campaign for new members. 


THE EXECUTIVE COMMITTEE 


The Executive Committee is the policy 
making group for the American Account- 
ing Association. Some actions of this com- 
mittee have been mentioned earlier in this 
report. Other actions taken during the 
year are described below. 

The associate membership dues were in- 
creased from $1.50 to $2.00 as it was found 
that the lower charge did not cover in full 
the costs of such memberships. 

The Committee on National Income Ac- 
counting has been engaged in preparing a 
monograph on Social Accounting to be 
published by the Association. The Execu- 
tive Committee has approved the publica- 
tion of this monograph which is designed 
for use in advanced principles courses and 
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which will contain problem material along 
with the text material. 

The committee considered again the 
possibility of a change in the fiscal year 
but took no action. A committee is to be 
appointed during 1958 to consider the ad- 
visability of creating the office of president- 
elect. 

The Secretary-Treasurer was authorized 
to reprint A. C. Littleton’s Structure of Ac- 
counting Theory as there were no copies of 
this publication on hand. 

A supplemental membership roster is to 
be printed and distributed to the members 
of the Association. This roster will contain 
a list of the new members processed since 
the publication of the 1957 roster. 

The Committee on Governmental Account- 
ing has prepared a Tentative Statement on 
Governmental Accounting which has been 
approved for publication in THE ACCOUNT- 
ING REVIEW. 


COMMITTEE ON CONCEPTS AND STANDARDS 
OF INCOME FOR TAXATION 


This committee is examining some of the 
broader aspects of taxation. The various 
areas involved in this study have been as- 
signed to individual members of the com- 
mittee for separate investigation. 


JOINT COMMITTEE ON EDUCATION 


The chairman of the Joint Committee 
on Education is in general charge of all the 
task committees relating to accounting 
education. The other members of his com- 
committee are the chairmen of these vari- 
ous task committees. During 1957 there 
were separate task committees on Ac- 
counting Instruction in Data Processing, 
C.P.A. Examinations, Faculty Personnel, 
Faculty Residency, Internal Auditing, Na- 
tional Income Accounting, Professional 
Education in Accounting, Standards of 
Graduate Instruction, Standards of Stu- 
dent Internship, and Student Personnel. 
The activities of some of these committees 
were discussed earlier in this report. 
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The Committee on Accounting Instruction 
in Data Processing has been investigating 
the implications of this area in accounting 
education and is preparing outlines and 
other materials for undergraduate and 
graduate courses in electronic data proc- 
essing. 

The Committee on C.P.A. Examinations 
is cooperating with the American Institute 
of Certified Public Accountants in obtain- 
ing theory questions for C.P.A. examina- 
tions. 

The Committee on Faculty Personnel has 
continued to devote its attention to mat- 
ters relating to college teaching staffs. 

The Committee on Faculty Residency con- 
tinued its program of furnishing contacts 
between faculty members and public ac- 
counting, industry, and government in 
order to assist faculty members interested 
in obtaining faculty residencies. 

The Committee on Internal Auditing co- 
operated closely with the Institute of In- 
ternal Auditors and particularly with the 
education committee of that organization. 

The Committee on Professional Education 
in Accounting was a new committee in 
1957. It has begun a study of the broad as- 
pects of professional education, including 
curricula, goals, new methods, and possible 
future trends. 

The Committee on Standards of Graduate 
Instruction completed its study on master’s 
programs, and during 1957 made a study 
of existing doctoral programs in account- 
ing. 

The Committee on Standards of Student 
Internship reconsidered the report of the 
AAA-AICPA committee of 1955 in order 
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to determine whether a revised set of 
standards should be compiled and pub. 
lished. 


REGIONAL MEETINGS 


Two committees on regional meetings, 
one for the Southeastern group and one 
for the Southwestern group, organized 
meetings at the University of Georgia in 
Athens, Georgia and in Dallas, Texas, re- 
spectively. Both of these meetings were 
well attended and the programs were well 
received by the members from these re- 


gions. 
* * * 


During 1957 I have had the privilege of 
serving as your President. Actually the 
President’s duties begin immediately after 
the convention and, therefore, he really 
serves for a total period of sixteen months 
instead of twelve months. During the first 
four months he works closely with the re- 
tiring President and makes many pre 
liminary plans for the coming year. 

These sixteen months have been filled 
with interesting and varied experiences 
and many enjoyable contacts. I have been 
particularly impressed with the high re- 
gard in which the Association and all its 
activities are held by other accounting and 
professional organizations and the great 
respect of all for THe AccounrtING RE- 
view. My duties as President have been 
particularly pleasant as a result of the un- 
selfish cooperation given me by the Execu- 
tive Committee, by the chairmen and 
members of the various Association com- 
mittees, and by all the members of the As 
sociation. 


— 


AMERICAN ACCOUNTING ASSOCIATION 


REPORT ON EXAMINATION 
OF ACCOUNTS 


For the Year Ended December 31, 1957 


BEYER, BrickEyY & DICKERSON 
CERTIFIED PUBLIC ACCOUNTANTS 
CoLumBus, OHIO 


of 

ngs, 

one 
ized 
a in 
, Te- 
were 

well 
Te- 

the 
after 
aly 
mths 

first 
re- 

pre- 
filled 
nees 
been 
1 re- 
ll its 
rand 
yreat | 

RE- 

been 
> un- 

and 
com- 
As- 
j 
| 


REPORT ON EXAMINATION OF ACCOUNTS 


For the year ended December 31, 1957 


Executive Committee 
American Accounting Association 
Columbus, Ohio 


We have examined the statement of fi- 
nancial position of the American Account- 
ing Association as of December 31, 1957, 
and the related statements of income and 
net worth of the General and Life Mem- 
bership Funds for the year then ended. 
Our examination was made in accordance 
with generally accepted auditing stand- 
ards, and accordingly included such tests 
of the accounting records and such other 
auditing procedures as we considered nec- 
essary in the circumstances. 


In our opinion, the accompanying state- 
ment of financial position and related 
statements of income and net worth pre- 
sent fairly the financial position of the 
American Accounting Association at De- 
cember 31, 1957, and the results of its 
operations, as allocated to the General and 
Life Membership Funds, for the year then 
ended, in conformity with generally ac- 
cepted principles of accounting applied on 
a basis consistent with that of the preced- 
ing year. 


BEYER, BrRicKEY & DICKERSON 
Certified Public Accountants 
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Report on Examination of Accounts 


Exhibit A 
American Accounting Association 
STATEMENT OF FINANCIAL POSITION 
As at December 31, 1957 


F 

United States savings bond 

Less: Allowance for doubtful accounts.................ceeeeceeeeees 12.55 240.35 252.90 
Prepaid expense 

Office supplies, postage, and convention expense..................: $ 837.55 $ — $ 837.55 
Office equipment (at nominal value). $ 1.00 $ — $ 1.00 

Liabilities and Net Worth 

Accounts payable and accrued expense..............0.:seeeeeeeeees $ 6,207.92 $ 2,684.26 $ 8,892.18 
Collections received in advance 

Total Liabilities and Net Worth. ........0.ccccccececceccecccnceees $43,873.96 $ 8,841.11 $52,715.07 


See accompanying Note to Financial Statements. 
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Exhibit B 
American Accounting Association 
STATEMENT OF INCOME—GENERAL FUND 
For the year ended December 31, 1957 
Income 


Expense 
Printing and mailing expense: 
THE ACCOUNTING REVIEW.... 
Other publications................ 


Officers’ travel, meetings, and administrative expense: 
Executive committee meetings.................. 
President’s expense.............. 


Committees: 
Development of Accounting Theory 
Accounting Concepts and Standards.......... 


Task Committee on Education: 
Standards of Graduate Instruction. . eats .... $868.43 
Accounting Instruction in Data Processing 526.92 
Student Personnel................. 162.07 
Standards of Student Internship... 155.65 
Faculty Residency. . 3.54 


$32,535.01 
644.42 


$ 3,272.96 
1,573.70 
327.10 


$ 2,557.40 
1,156.84 
801.26 
565.78 
565.73 

435 .64 


2,361.43 


Office supplies, stationery, and other expense (Note A) 
Provision for doubtful accounts................. 


See accompanying Note to Financial Statements. 
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Exhibit C 
American Accounting Association 
STATEMENT OF INCOME-—LIFE MEMBERSHIP FUND 
For the year ended December 31, 1957 


Income 
Sales of publications: 
Royalties from sales of Readings in Cost Accounting, Budgeting, and Control.................. 511.26 
$8,720.71 
Expense 
Printing and mailing expense: 
Price Level Changes and Financial Statements............. 1,358.89 
$6,441.27 
Salaries, office supplies, stationery, and other expense (Note A)..... oa, sae 1,545.62 
See accompanying Note to Financial Statements. 
Exhibit D 
American Accounting Association 
ANALYSIS OF CHANGES IN NET WORTH 
For the year ended December 31, 1957 
Life 
General : Combined 
Membership 
Fund Fund Funds 
$20, 161.83 $5,720.63 $25 , 882.46 
Net income (loss) for the year (Exhibits B and C).............. (1,240.12) 436.22 (803 .90) 


See accompanying Note to Financial Statements. 


NOTE TO FINANCIAL STATEMENTS 


A. Salaries, office supplies, stationery, and other expenses of the Association office were apportioned between 
the General Func and the Life Membership Fund on the basis of the ratio of the income of each fund to the 
total income of both funds. 
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THE TEACHERS’ CLINIC 


A. B. Carson 


Eprror’s Note: This section of THE ACCOUNTING REview is devoted to matters of particular interest to account- 
ing instructors. The contribution of articles bearing on the nature and purpose of various types of accounti 
education, or dealing with techniques of accounting instruction, is invited. Address all correspondence to A. B, 
Carson, School of Business Administration, University of California, Los Angeles 24, California. 


TEACHING ACCOUNTING BY PRINCIPLE AND CONVENTION 


EMERSON HENKE 


Baylor University 


Patterns of teaching in many areas of 
education today seem to emphasize learn- 
ing by memorization. This often is initi- 
ated by the presentation of certain data in 
lecture form. The student is then expected 
to return the same data to the teacher in 
written form at examination time. Since 
almost all students are likely to be sub- 
jected to this type of learning process dur- 
ing a large portion of their high school and 
some of their college courses, the account- 
ing teacher usually faces the difficult task 
of remolding the student’s learning habits 
to encourage him to develop the reasoning 
and thinking abilities so necessary to the 
accountant. 

How can such an end be achieved? In 
answering this ever-present question it is 
well to begin by suggesting that the 
teacher cannot overcome the difficulty 
simply by telling his students that they 
must master accounting procedures by 
reasoning and by thinking through situa- 
tions and problems. In the early stages this 
is difficult for the student—partly because 
of habits previously formed and partly be- 
cause of the nature of the introductory ma- 
terial in accounting. The teacher has to de- 
velop his presentation and examinations 
in such a way that the student is forced 
into the new pattern of learning. One 
means of aiding this development is to or- 
ganize class data into a logical, related 
body of knowledge. Points which need to 
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be memorized or learned out of relation- 
ship with any other material should be set 
out clearly and designated as such. The 
elementary accounting student needs to 
master certain definitions and the account- 
ing equation at the outset. The student 
can be shown how these terms relate to 
business operations. This establishes a 
common basis for communication relative 
to the information to be presented. 

At this stage in the learning process itis 
well for the teacher to set out the objec- 
tives which the accountant is seeking to 
achieve. These can be listed under the fol- 
lowing three headings: 

1. The accountant is seeking to assist 
management in making decisions relative 
to the operation of its business ventures. 

2. The accountant is seeking to assist 
present or prospective creditors and own- 
ers in determining their course of action. 

3. The accountant is seeking to provide 
the data necessary for the preparation and 
support of tax returns. 

Each of these objectives should be ex- 
panded and elaborated upon so that the 
student has a fairly complete understan¢- 
ing of the purposes for which he is acc 
mulating financial data. Most elementary 
accounting textbooks set out essentially 
the same uses of accounting data men 
tioned in the objectives listed above. The 
teacher, however, must make these objet 
tives live for the student. Presentation of 
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annual reports, certified statements, tax 
returns, and other data can help. Explana- 
tion of the steps management may follow 
in using a given set of reports to the point 
of decision can help the student get a real- 
istic feeling of the reasons for accumulat- 
ing the financial data. 

Perhaps a word of caution might be 
suggested at this point. The instructor 
faces the danger of carrying his discussion 
to the point of confusing the student if he 
presents an overly detailed explanation of 
the objectives. For example, the teacher 
should not be carried away by all of the 
possible ramifications in the managerial 
uses of accounting data. Try to have the 
student see the forest rather than too 
many of the individual trees at this point. 

Having covered the explanation of the 
objectives, the question which should 
logically follow is: How can they be 
achieved? This is the next area which the 


| instructor should discuss. The discussion 


might well be initiated by asking a member 
of the class what he would want to know 
about a business if he were managing it. 
The answer would logically be shown to be 
information as to the profits or losses and a 
statement of financial condition. This 
clearly shows the reasons for preparing 
our two basic accounting statements and 
gives a logical entry into the discussion of 
statement content. By using the previ- 
ously-learned definitions to expand upon 
the meaning of the statement data, the 
student can be led to see the real signifi- 
cance of the information. Once the pur- 
poses of accounting and the need for state- 
ments is understood, the teacher is ready 
to push the learning process a little farther 
by raising the question: How can data 
which is necessary to provide the needed 
statement information be accumulated? 
Some elementary textbooks introduce a 
procedure of accumulating by adding and 
subtracting the transaction data starting 
from the accounting equation previously 


explained to the student. Such a process 
seems desirable as a means of helping the 
student to visualize the mechanics of data 
accumulation in relation to the account 
classifications previously defined. The 
simplified bookkeeping cycle may be de- 
veloped at this stage in the students’ 
learning process as the logical means of 
achieving the accountant’s objective of 
statement presentation. It will be noted 
that, up to this point, the only memoriza- 
tion required has been the learning of cer- 
tain definitions and the accounting equa- 
tion. Certain objectives have also been set 
out and may have been memorized, but 
this is not a necessary element of the train- 
ing process. The rest of the development 
has been achieved by showing the logical 
association of the related steps and pro- 
cedures to one another and to the objec- 
tives sought. 

When the student understands the sim- 
plified cycle and the nature of accounting 
statements he is ready for another touch 
point of memorization. He is ready to 
learn the rules of debit and credit together 
with some added definitions. He must, of 
course, understand the meaning of the 
terms debit and credit if he is to under- 
stand the use of the rules. Furthermore, he 
must be introduced to the definition of a 
ledger account as a device for accumulat- 
ing increases and decreases in individual 
elements of the business. He is ready to 
substitute the debit and credit process for 
the arithmetic process in the accumulation 
of financial data. The teacher must be 
careful, of course, to show clearly the rela- 
tionship between the two methods so that 
this change becomes another logical step in 
developing an understanding of account- 
ing. 

From this point on the student should 
be led through successive stages to the 
point where he understands the complete 
bookkeeping cycle as a logical set of pro- 
cedures for achieving the accountant’s ob- 
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jectives. The same process of learning defi- 
nitions of terms and subsequently using 
them in a logical way can be followed in 
teaching the use of journals, adjusting 
entries, closing entries, the worksheet, and 
the other phases of the bookkeeping cycle 
as well as the adaptation of these proce- 
dures to the various types of business 
organizations. It is desirable to tell the 
student that he should never do anything 
in connection with his accounting work un- 
less he has a reason for so doing. The 
teacher must be ready to answer the stu- 
dents’ questions as to “why.” 

When the student undertakes the study 
of intermediate accounting he should be- 
gin to develop his ability to think theoret- 
ically about accounting matters. This is 
the area of study where he can begin to 
really see the advantage of the thought 
and reasoning approach _ cultivated 
throughout his first year of accounting 
study. The intermediate course can be 
initiated by a review of the premises es- 
tablished during the first year of study. 
Following this, the stage should be set for 
the establishment of accounting proce- 
dures by working from principles and con- 
ventions. 

It seems that the existing basic account- 
ing doctrine to be used for establishing 
generally accepted procedures can be con- 
sidered in three steps. The first of these 
may be called generally accepted controlling 
principles. At least two principles are in- 
cluded in this category: 

1. Materiality 

2. Relative importance of alternate 
data. 

The student needs to understand the 
meaning of each of these principles and 
to see how they apply in determining the 
acceptability of a given procedure. 

The second group of principles may be 
called generally accepted subordinate prin- 
ciples. Consistency, conservatism, and 
disclosure are at least three which should 
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be included in this group. These are the 
touch posts with which any accepted pro. 
cedure must be associated. To help the 
student grasp the significance and meaning 
of these guiding principles, the teacher 
should show how each of them, when fol- 
lowed in accumulating data, tends to help 
achieve the accountant’s objectives. When 
considering alternative procedures the in- 
structor should use every opportunity to 
point to adherence, or lack of adherence to 
these principles as a basis for justifying 
preference of one procedure over another, 

Having established an understanding of 
the principles, the teacher should lead his 
students to consider certain generally ac- 
cepted conventions of accounting practice. 
These are practices which could be devel- 
oped from the objectives previously men- 
tioned but which, in reality, have come 
into being through general acceptance by 
the profession. Among these, the following, 
at least, should be included: 

1. Costs should be matched with the 
revenue produced in the determination of 
net income. 

2. Assets should be valued on a going- 
concern basis. 

3. Income should be recognized as it is 
realized. 

4. Reports should be rendered periodi- 
cally over the life of the business venture. 


5. Invested capital should be maim | 


tained in the business. 

A considerable amount of time can well 
be spent in explaining these conventions 
and elaborating upon them so that the stu- 
dent is made aware of their implications. 

Having established the foundation o 
which the reasoning is to be built, the 
teacher can then proceed to the applica 
tion of the reasoning process in establish 
ing certain procedures and valuation ct 
teria. The process may be illustrated by 
the following example of reasoning to the 
correct valuation of accounts receivable: 
As a going concern the firm expects t 


conve 
tion 
under 
conse! 
shoulc 
value. 
deduc 
disco 
| likely 
result 
of va 
of the 
to 
that 
This 
that, 
conve 
terial 
pictu 
server 
not d 
more 
meth 
to pe 
meth 
parts 
sounc 
sort ¢ 
venti 
types 
tion, 
A cas 
for d 
from 
genc 
coup 
for C 
 illust 
| to be 


The Teachers’ Clinic 


convert the accounts into cash by collec- 
tion within the operating cycle. Therefore, 
under the going-concern convention the 
conservation valuation of receivables 
should be the probable cash realizable 
yalue. Such a valuation would call for the 
deduction of probable losses on bad debts, 
discounts likely to be taken, and returns 
likely to be credited. Theoretically, such a 
result would be the most defensible basis 
of valuation. At this point some member 
of the class is likely to raise the question as 
to why the valuation is not reflected in 
that way in the statements he has seen. 
This opens the door for an explanation 
that, generally, the method of valuation 
conventionally used does not make a ma- 
terial difference in the overall financial 
picture of the business. It may be ob- 
served that the method used probably will 
not distort, to any extent, the relatively 
more important income statement, if that 
method is used consistently from period 
to period. Therefore, the conventional 
method is acceptable even though it de- 
parts from what would be a theoretically 
sounder basis of valuation. 
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Numerous similar examples could be 
cited to show how this presentation may 
be carried through. It is probably fair to 
say that a student trained in this manner 
is capable of projecting his thinking and 
reasoning processes to find the solution to 
new and different problems in related 
areas without having to consult a refer- 
ence book for an answer. He has discovered 
the reasons for the things he does as well as 
their relationship to other procedures and 
practices. This tends to give him a sound 
basis for subsequent accounting education 
and practice. 

In summary, it can be said that the 
basic assumption necessary for accept- 
ance of this approach to the teaching of 
accounting is that, above all, the account- 
ant needs to be able to reason and to 
think. Few practitioners would disagree 
with this as a realistic premise. From that 
point, using the touchstones of properly 
understood definitions, principles, and 
conventions, the body of accounting 
knowledge is developed for the student as 
a logical means of meeting the objectives 
set out for accountants. 


DEFERRED INCOME TAX LIABILITY 


H. WHITNEY 
University of Alabama 


When the income tax treatment of any 
sort of income or expense differs from con- 
ventional accounting, problems of various 
types arise. The more complex the situa- 
tion, the harder the teaching job involved. 
A case in point is the matter of accounting 
for deferred income tax liability resulting 
from accelerated amortization of emer- 
gency facilities for income tax purposes 
coupled with conventional depreciation 
for other purposes. The treatment and 
illustrations that follow have been found 
to be effective in the classroom. 


Paragraphs 11, 12, and 13 in Chapter 
9C of Accounting Research Bulletin No. 4} 
expound a rather revolutionary doctrine— 
the idea that charges should be made in 
the income statement to take account of 
taxes that must eventually be paid be- 
cause of current tax savings resulting 
from rapid amortization of the cost of cer- 
tain facilities. Cases tabulated in recent 
editions of Accounting Trends and Tech- 

1 Restatement and Revision of the Accounting Research 
Bulletins, Committee on Accounting Procedure, Ameri- 


can Institute of Accountants, New York, 1953, pp. 
78-79. 
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niques* indicate that this practice has be- 
come generally accepted. 

Prior to November, 1946, when the new 
doctrine was first pronounced in Account- 
ing Research Bulletin No. 27, the objective 
of straight-line depreciation was equaliza- 
tion of depreciation charges to income be- 
fore taxes during each year of useful life. 
After the enactment of Section 124 in the 
1939 Internal Revenue Code this practice 
produced some unreasonable effects on net 
income after taxes. The provisions of Sec- 
tion 124 applied to emergency facilities. 
Section 124 expired in 1945 with the Presi- 
dent’s declaration that the emergency had 
ended. In 1950 the provisions were re-en- 
acted in Section 124A and in Section 124B 
the provisions were later extended to 
grain storage facilities. These became Sec- 
tions 168 and 169 of the 1954 Code and 
are still in force. 

After the Office of Defense Mobilization 
has granted a certificate of necessity to a 
taxpayer certifying that facilities which he 
is acquiring are essential to national de- 
fense, the taxpayer may amortize the cost 
on his tax returns at 20% per year. The 
purpose of Sections 124, 124A, and 168 has 
been to encourage taxpayers to build facil- 
ities which serve the needs of national de- 
fense. Many kinds of fixed assets have been 
classed as emergency facilities including 
ships, locomotives, freight cars, rails, 
power plants, poles, lines, transformers, 
pipe lines, vehicles, machinery, buildings, 
smelters, blast furnaces, open hearth fur- 
naces, bessemer converters, rolling mills, 
and land. 

To illustrate the effects of traditional 
straight-line depreciation on net income 
after taxes, assume that, in December, 


2 Accounting Trends and Techniques in Corporate 
Annual Reports, Tenth Edition, 1956, American Insti- 
tute of Accountants, New York, p. 252, Warren Pe- 
troleum Corporation, p. 117, Table 35, and Foster 
Wheeler Corporation; p. 161, Lukens Steel Co.; p. 162, 
Aluminum Company of America; Baxter Laboratories, 
Inc.; p. 163, Food Machinery and Chemical Corpora- 
tion; Heyden Chemical Corporation; International 
Minerals and Chemical Corporation. 
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1953, a corporation completed a build; 
with an estimated useful life of 50 years 
at a cost of $1,000,000. Assume that it was 
classed as an emergency facility, that jt 
has been and will be depreciated by the 
traditional straight-line method, and that 
during each of its fifty years of life the 
corporation has had and will have income 
in the 52% bracket. 

During the years 1954 through 1958, 
the corporation deducted or will deduct 
$20,000 depreciation on each of its ap. 
nual income statements and will deduct 
$200,000 on each of its income tax retums, 
The net effect of these deductions on the 
amount reported as net income after taxes 
has been and will be an annual increase of 
$84,000. Taxes are reduced $104,000 per 
year, 52% of $200,000. $104,000 less 
$20,000 is $84,000. 

During the 45 years following 1958 the 
net effect on net income will be an annual 
decrease of $20,000, because there will be 
no tax benefits from depreciation of the 
building in those years. In 45 years these 
decreases total $900,000. In the first five 
years the increases totalled $420,000. The 


difference is $480,000, the excess of the | 


cost of the building, $1,000,000, over the 
tax benefits from amortization of its cost 
on tax returns, 52% of $1,000,000, or 
$520,000. 

The suggestions in paragraphs 11, 12, and 

3 of Chapter 9C in Accounting Research 
Bulletin No. 43 can be reduced to exact 
amounts if we assume that the corpora 
tion’s income will be in the 52% bracket 
during the years 1957 through 2003. In 
these circumstances the net charge for de- 
preciation, $480,000, should be appor 
tioned so that its annual effect on net it- 
come after taxes will be a decrease of 1/50 


of $480,000 or $9,600 per year for 9 | 


years. In the committee’s opinion, this 
result is preferable to increases of $84,000 
per year for five years and decreases of 
$20,000 per year for 45 years. 

This “consummation, devoutly to be 
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wished” may be unattainable. If the tax 
rates on corporate incomes are constant 
through 2003, there may be years in which 
the income of the corporation is in the 30% 
bracket and there may be years in which it 
reports losses on its tax returns. Tax rates 
may change. The useful life of the building 
probably will be more or less than 50 
years. The assumption that the corpora- 
tion’s income will be in the 52% bracket 
every year through 2003 may prove to be 
no more unrealistic than the assumption 
that the useful life of the building will be 
50 years. Practices based on these as- 
sumptions may not equalize effects on the 
income of each year, but they will have re- 
sults that probably will be more reason- 
able than increases of $84,000 per year in 
reported net income for five years and de- 
creases of $20,000 per year in reported net 
income for 45 years. Because of the uncer- 
tainties and the hopes that tax rates will 
be reduced, some corporations have based 
their calculations on a 50% tax rate. In 
the opinion of the writer this is reasonable 
and acceptable. However, 52% is used in 
the illustrations which follow. 

A simple solution, not recommended by 
the Institute’s committee would be to re- 
cord depreciation during each of the first 
five years at $113,600 and during each of 
the next 45 years at $9,600. $113,600 is 
the sum of $9,600 and $104,000, 52% of 
the annual deductions on tax returns, 
$200,000. 

The committee prefers another solution 
which has the same effects on net income 
after taxes, because its solution maintains 
normal relationships between items shown 
on income statements. The committee 
prefers an annual depreciation entry of 
$20,000 during each of the fifty years, an 
entry debiting INCOME TAX EX- 
PENSE and crediting DEFERRED IN- 
COME TAX LIABILITY $93,600 during 
each of the first five years, and a reversing 
entry for $10,400 during each of the next 
45 years. The above debits of $93,600 and 
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credits of $10,400 should appear on income 
statements as separate items unless the 
amounts are insignificant in accordance 
with the principles and methods ex- 
pounded in Chapter 10B of Accounting 
Research Bulletin No. 43. 

If machinery with a ten-year life is pur- 
chased for $1,000,000, if it is classed as an 
emergency facility by the Office of Defense 
Mobilization, and if it is depreciated by 
the straight-line method, the annual de- 
preciation entry would be $100,000. The 
entry debiting INCOME TAX EX- 
PENSE and crediting DEFERRED IN- 
COME TAX LIABILITY in each of the 
first five years would be $52,000, and the 
reversing entry in each of the last five 
years would be $52,000. The amount of the 
tax entry to be made in each of the first 
five years is 52% of the difference be- 
tween the depreciation charge in the ac- 
counts and the amortization deduction on 
the income tax return. 

The 1954 Code authorized the use of the 
sum-of-the-years-digits and the declining- 
balance methods for tax purposes regard- 
less of their appropriateness for accounting 
purposes. As a consequence some corpora- 
tions are writing off depreciation by the 
straight-line method in their accounts and 
by one of the above alternative methods 
on their tax returns. The tax entries re- 
quired are tabulated in the illustrations 
below. They are based on the assumption 
that machinery costing $1,100,000 has an 
estimated life of ten years, that it is de- 


Pie Deferred Income Tax 
Depreciation Liability 
Per Per Tax 
Year Books Ret Debits Credits Balance 
1 110,000 200,000 46,800 46,800 
2 110,000 180,000 ,400 83,200 
3 110,000 160,000 26,000 109,200 
+ 0,000 140,000 15,600 124,800 
5 110,000 120,000 5,200 130,000 
6 -110,000 100,000 5,200 124,800 
7 110,000 80,000 15,600 109, 200 
8 110,000 60,000 26,000 83,200 
9 110,000 40,000 36,400 46,800 
10 110,000 20,000 46,800 
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preciated by the straight-line method in 
the accounts, and that it is depreciated by 
the sum-of-the-years-digits method on its 
income tax returns. 

The credits to DEFERRED INCOME 
TAX LIABILITY are debits to INCOME 
TAX EXPENSE and vice versa. 
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tax expense with the estimated tax that 
will be paid on unrealized profits accumy- 
lated during each year when they ulti- 
mately were realized. i 

In any other situation where profits re. 
ported in income statements are deferred 
on income tax returns the same practices 


Impact on Net Income After Taxes 


Ist year 2nd year 3rd year 4th year 


Depreciation debited.. $110,000 $110,000 $110,000 $110,000 


Tax expense debited 


(credited) 46,800 36,400 26,000 


15,600 


5th year Othyear 7th year 8thyear 9th year 10th year 
$110,000 $110,000 $110,000 $110,000 $110,000 $110,000 


5,200 (5,200) (15,600) (26,000) (36,400) (46,800) 


Tax Benefit—52% of 
depreciation de- 
ducted on tax return 104,000 


93,600 83,200 


72,800 


$156,800 $146,400 $136,000 $125,600 $115,200 $104,800 $ 94,400 $ 84,000 $ 73,600 $ 63,200 


62,400 52,000 41,600 31,200 20,800 10,400 


Impact on income. . $ 52,800 $ 52,800 $ 52,800 $ 52,800 $ 52,800 $ 52,800 $ 52,800 $ 52,800 $ 52,800 $ 52,800 


Total impact on net income during 10 
years is $528,000. 48% X$1,100,000= 
$528,000. The planned equalization of im- 
pact will occur if the income of the corpora- 
tion is in the 52% bracket every year. If 
the corporation income drops into the 30% 
bracket, or if corporate rates are changed, 
the annual impacts will be unequal. Some 
companies use 50% instead of 52% be- 
cause they believe the resulting differences 
are insignificant and because they hope 
that tax rates will decline and that 50% 
will be proven more realistic by future 
events. 

In the July, 1957, Journal of Account- 
ancy on page 5, the editor reports that 
Continental Air Lines, Inc. set up a re- 
serve for deferred income taxes because it 
deducted “‘pre-operating” expenses on its 
tax returns but capitalized them on its 
balance sheets and is amortizing them on 
its income statements. The reserve will be 
amortized proportionally by credits to 
income. 

If the installment method of accounting 
is used on tax returns and the accrual 
method is used for financial statements, a 
deferred tax liability on unrealized profits 
should be provided by debiting income 


should be applied. The amount to be de- 
ferred each year is 52% of the difference, if 
the corporation is in the 52% bracket. As 
mentioned above some corporations have 
used 50% on the premise that the amount 
is an estimate and that taxes may be re- 
duced before the deferred liability is 
written off. 

Some managements have rejected the 
doctrine on the ground that they expect 
their business to continue expanding. 
Within a few years they expect high rates 
on new facilities during the early years of 
their useful life will offset the low rates of 
facilities which are old at that time. In 
other words, such managements expect 
that the effects of the two methods on re- 
ported income will differ insignificantly 
after a few years, and that the effects on 
reported income during the first few years 
and the effects on balance sheets can be 
ignored. In the case of old established com- 
panies whose investment in new plant 
each year does not exceed five per cent of 
the book value of existing plant, their 
judgment probably is right. In the case of a 
company which is building its first plant, 
the Institute’s method probably will prove 
most satisfactory. The impact of high de- 
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preciation rates on reported income during 
the first few years will be significantly. dif- 
ferent in these two sets of circumstances. 
In addition to recognizing the “‘going-con- 
cern” as a valid concept of accounting per- 
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haps accountants should, in appropriate 
circumstances, add the dynamic concept 
of a “growing-concern,” and allow it to in- 
fluence their accounting decisions. 


FORMAL ACCOUNTING LABORATORY OR NOT? 


HAROLD G. AVERY 


Union College 


The purpose of this article is to present 
arguments in favor of the elimination of 
the formal laboratory period in the ele- 
mentary or beginning accounting course of 
a liberal arts or business administration 
program in a college or university. The 
formal laboratory period has the following 
characteristics: (1) the student is required 
to attend the laboratory session at a speci- 
fied time; (2) college credit toward gradua- 
tion is allowed on the basis of two hours of 
laboratory attendance for one-hour’s cred- 
it; and (3) the instructor spends two 
hours supervising the laboratory which 
counts as one hour in calculating his 
teaching load. The contention set forth 
here is that the two-hour formal laboratory 
should be abolished and, in its place, a 
one-hour lecture or discussion period sub- 
stituted. For example, if the present pro- 
gram for the teaching of elementary ac- 
counting consists of two hours of class- 
room lecture and two hours of formal 
laboratory attendance each week during 
the semester for three hours of credit, the 
substituted weekly program should con- 
sist of three hours of formal lecture or dis- 
cussion in the classroom. 

The foregoing remarks should not be 
taken to imply that the accounting labora- 
tory containing its special desks, electrical 
fixtures, and machine equipment should be 
eliminated as a part of the accounting pro- 
gram, but that its use and attendance 


should be voluntary on the part of the stu- 
dent. Instead of a faculty member being 
responsible for the supervision of the stu- 
dents during the formal laboratory period, 
the room should be open during the regular 
school hours of the building for any stu- 
dent wishing to use it, with or without 
supervision, depending upon the circum- 
stances. In some cases it might be nec- 
essary to employ grant-in-aid students or 
student monitors to supervise the labora- 
tory merely to see that the room and 
equipment are economically utilized and 
properly operated and maintained. 

The reasons for superseding the formal 
laboratory with a class recitation or dis- 
cussion period are as follows: (1) the for- 
mal laboratory period does not serve to 
improve the effectiveness of teaching ele- 
mentary accounting at the college or uni- 
versity level; (2) the standards of the ac- 
counting curriculum in the university will 
be improved; (3) the use of the laboratory 
room and its equipment will be more effi- 
ciently employed; and (4) the time of the 
faculty member will be better applied in 
the teaching of elementary accounting 
principles. These observations and conten- 
tions are based solely on the experience of 
the writer gained while a student or faculty 
member in the accounting departments of 
four universities and two liberal arts 
colleges. 
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Measuring Effectiveness of Instruction 


Considerable difficulty is encountered 
in attempting to measure the effectiveness 
of college or university instruction in any 
particular field of teaching. Is it measured 
by the scholastic standing of the student 
in a particular course? Is it measured by 
the amount of salary the student receives 
at a particular job or profession when he 
leaves the university? Or five or ten years 
following graduation? In the accounting 
field, can the effectiveness of the teaching 
program be measured by the number of 
C.P.A.’s turned out over a number of 
years, by the number of students who have 
been admitted to graduate schools of ac- 
counting over a certain period of time, or 
by the number of graduates who are em- 
ployed as accountants in business or the 
public service? All of these questions might 
be answered on a scientific basis through 
the use of the questionnaire or personal 
interview technique. On the other hand, 
these procedures are subject to the various 
weaknesses inherent in any scientific study 
having to do with the measurement of 
human achievement. 

No difference can be detected in the per- 
formance of the individual student insofar 
as scholastic attainment or professional 
accomplishment is concerned whether a 
formal laboratory period is included as a 
part of the student’s program or not. This 
conclusion has been reached by the writer 
after ten years of college teaching in an ele- 
mentary accounting course that included a 
supervised laboratory period, and fourteen 
years devoted to the teaching of an ele- 
mentary accounting course on the fresh- 
man college level wherein the hour’s recita- 
tion period was substituted for the two 
hours of formal laboratory. During the 
years in which the formal laboratory was a 
part of the accounting program more stu- 
dents went on to study accounting in a 
graduate school, but this is partially ex- 
plained by the fact that during this era 
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most of the students were in their junior 
year before registering in elementary ae. 
counting. Nevertheless after a decade or 
so, more C.P.A.’s were obtained by the 
students who had not had the formal 
laboratory. This, however, can be ex. 
plained to some extent by the fact that the 
university is located in a State where sey. 
eral years’ apprenticeship was not required 
before taking the examination. Based on 
the achievement of the individual student, 
it is difficult to conclude that the formal 
laboratory period in elementary account- 
ing is needed to further the effectiveness of 
the teaching program. It seems reasonable 
to suggest that the recitation period is just 
as effective as the laboratory in the promo- 
tion of the student’s understanding of ac- 
counting principles and practice. The de- 
cision to eliminate the formal laboratory 
period for graduation credit and the sub- 
stitution of the class recitation must rest 
on other factors, such as the increased 
standards attained by the course on the 
college level, the more efficient use of the 
laboratory room and equipment, and a 
better utilization of the faculty member’s 
talent and training. 


Course Standards 


The standards of the accounting curricu- 
lum in the college or university can be im- 
proved, especially in elementary account- 
ing. If the beginning course is offered in 
the freshman year, it should receive the 
same academic consideration and respect 
on the part of the administration, faculty, 
and student body as any other freshman 
course. In academic circles during the 
post-war period the remarks that “any- 
body can teach accounting” and “anybody 
can pass elementary accounting” have 
been heard. The laboratory method of 
teaching accounting, carried over from the 
business college and the high school book- 
keeping course, is partly to blame for this 
feeling in academic circles. The laboratory 
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work on the college level should not be a 
of the curriculum nor should credit 
he allowed for time spent in the laboratory 
doing the problem and class assignments. 
The mere fact that bookkeeping is 
taught in high school should have no bear- 
ing on the course standards established on 
the college level any more than any other 
high-school subject that is carried over 
into the college curriculum. Furthermore, 
the accounting laboratory should not be 
compared with the laboratory work con- 
tained in the science or engineering 
courses, although there are experiments in 
each of the latter programs which easily 
could be explained in the classroom by the 
lecture or recitation method, supple- 
mented by films and other visual-aid pro- 
cedures. The science and engineering 
laboratory programs usually consist of ex- 
pensive and complex equipment which 
must be set up by the faculty member and 
operated by him for the benefit of the stu- 
dents; or the laboratory program consists 
of a series of individual experiments con- 
ducted by the students with the use of 
special materials, flora, and cadavers. 

The laboratory in the business college 
serves a necessary purpose. The enrollment 
in the business college is made up of stu- 
dents taking various phases of the account- 
ing program, and even preparing different 
assignments because of the different dates 
on which the pupils matriculate. Thus, one 
student might be taking elementary, an- 
other advanced, and another cost account- 
ing, all in the same laboratory and under 
the same instructor. In addition, there 
may be thirty or forty students in the ele- 
mentary program, some having almost 
completed the course and others just be- 
ginning, with many varying assignments 
between these two extremes. Under such 
circumstances the laboratory method has 
distinct advantages and proves invaluable. 
This situation does not hold true in sec- 
ondary schools and universities. Here the 
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laboratory is arranged at a predeter- 
mined time for the pupil, and each labora- 
tory section is a part of the curriculum. 
The supervision is standardized for each 
meeting of the laboratory period; all the 
students are registered in the same course, 
and are supposed to be up-to-date on the 
same assignment. 

The situation in high school as compared 
with the university is different, since the 
high-school pupil is less mature and needs 
the discipline and supervision of the 
laboratory to learn the art of elementary 
bookkeeping. The lecture and recitation 
method as a substitute for the laboratory 
in high school is considered weak because 
the pupil cannot be depended upon to do 
his homework on an assignment schedule 
or to recognize the importance of the ex- 
amination as a measurement of his under- 
standing of the subject. The formal labo- 
ratory has been a part of the teaching pro- 
gram since the advent of the commercial 
college and the introduction of the book- 
keeping course in the public schools. 

The standards of elementary account- 
ing on the university level should be es- 
tablished on a plane comparable to those 
maintained in English, history, science, 
and mathematics—courses all taught in 
the high school. Accounting may be com- 
pared with mathematics more generally, 
since during the nineteenth century book- 
keeping embraced “commercial calcula- 
tions, and the philosophy and morals of 
business.’ The same standards of marks, 
assignments, and examinations should be 
applied in the teaching of elementary ac- 
counting as in beginning mathematics on 
the university level. Mathematics does 
not require formal laboratory periods; 
neither should elementary accounting. 
The laboratory assignments in connection 
with the accounting instruction should be 


1Tra Mayhew, Mayhew’s Practical Book-Keeping 
(Boston: Chase and Nichols, 1864). 
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done on a voluntary basis in the laboratory 
room, at home, or in the dormitory at the 
discretion of the student. 

The evaluation of faculty personnel for 
the improvement of accounting standards 
in the university has already received con- 
siderable attention.* Another idea has been 
to move the teaching of elementary ac- 
counting from the freshman to the sopho- 
more year, and in some instances, from the 
freshman or sophomore years to the junior 
year. In the latter case it may be impera- 
tive that the student majoring in account- 
ing take a year’s graduate program in or- 
der to fulfill the requirements for the 
C.P.A. examination. 


Efficient Use of the Laboratory 


The efficient use of the laboratory room 
and equipment is another factor which 
should receive consideration. The formal 
laboratory period poses the problem of 
providing and maintaining equipment for 
a peak load of two hours a week for each 
class; whereas, if the laboratory period 
were placed on a voluntary basis the stu- 
dents will apportion their time at their 
own convenience over the week, or do 
their problems and accounting sets at 
home or in the dormitory. The students 
prefer the voluntary laboratory method 
since, in most cases, a sufficient amount of 
equipment, particularly adding machines, 
is not available to take care of the peak de- 
mand during the two-hour period. If the 
laboratory has a capacity of thirty or 
forty students with one adding machine 
for every five or six, this equipment will 
prove adequate if the students have the 
opportunity to use the equipment during 
school hours. Peak loads may arise during 
the end of the semester or during the few 
days before an assignment deadline, but 


2 See THe AccountTinc Review, April, 1957, pp. 
239-52, for “A Report by the Task Committee on 
Faculty Personnel,’ and Lloyd S. Woodburne, 
Evaluation of Faculty Services,” pp. 235-38. 
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such a condition can be handled much 
more efficiently on a voluntary basis than 
on a required schedule. 

The size of the registration in elemen- 
tary accounting is another problem. More 
laboratories and equipment may be re. 
quired even to avoid congestion on a vol- 
untary basis, especially if the registration 
climbs to near the five hundred mark. On 
the other hand, this will not hold true in 
the many smaller colleges and universities, 
The accounting laboratory in these insti- 
tutions will contain other types of caleu- 
lating machines and library material to 
serve as a work room for students regis- 
tered in other accounting, statistics, busi- 
ness, and research courses. The laboratory 
room placed on a voluntary and no- 
credit basis will have a more general-pur- 
pose utility in the university curriculum. 


Faculty Member's Time 


The faculty member will be able to de- 
vote his time to a lecture or recitation 
period, instead of the supervision of a for- 
mal laboratory. His time can be spent in 
supplementing the accounting program 
with additional information not contained 
in the text. The class period can be de- 
voted to discussion, to the working of 
problems, to the explanation of assign- 
ments, to the summarizing of the week's 
work, to the giving of hour examinations 
or quizzes, or to the use of visual aids 
adaptable to the classroom. The hour is 
needed to round out the week’s program, 
as two lectures usually are required to 
cover the chapter material contained in 
the college textbook in elementary ac 
counting. By using the three-hour lecture 
or recitation period, the class is placed on 
the same standard, teaching-load basis as 
other classes in the liberal arts and bus- 
ness administration programs. 

The problem work and accounting sets 
can be completed and turned in to the it 
structor in the same manner as the a& 
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signments in English, history, mathemat- 
ics, economics, philosophy, and the lan- 
guages. There is no more reason for plagi- 
arism in accounting than in English or 
mathematics. If someone is copying his 
colleague’s material, the marks received in 
the weekly quiz or the monthly and final 
examinations will show the student the 
folly of such a practice. 


Summary 


The formal accounting laboratory in ele- 
mentary accounting should be eliminated 
as a part of the curriculum for college cred- 
it toward graduation. The trend in the 
past has been to eliminate the formal 
laboratory in such classes as advanced and 
cost accounting, statistics, and economic 
research in special fields of business ad- 
ministration. The laboratory should be 
voluntary; in place of a required session 
each week there should be a recitation or 
discussion period. Such a policy will raise 
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the standards of the elementary account- 
ing program at the university level. The 
plan also will provide more efficient use of 
the laboratory facility and the faculty 
member’s time. 

The effectiveness of the accounting pro- 
gram is not impaired by the adoption of 
such a plan. It is impossible to judge the 
difference in the student’s acquisition of 
elementary accounting knowledge, wheth- 
er the laboratory is formal or voluntary. 

The students prefer the voluntary basis 
of study rather than the supervised and 
scheduled period because it gives them 
more flexibility in the budgeting of their 
study time. It aiso gives the student the 
feeling that the standard is comparable to 
that for other courses in his program, and 
that elementary accounting on the univer- 
sity level has one training characteristic 
which differs from that of the high school 
or the business college. 


i 
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PROFESSIONAL EXAMINATION 
ACCOUNTING PRACTICE 


Henry T. CHAMBERLAIN 


Institute of Certified Public Accountants and were presented as the second half 
of the examination in accounting practice on November 7, 1957. 

The candidates were required to solve problem 1 and any three of the remaining four 
problems. The total weight assigned to this section of the examination was 50 points 
and the examiners point out that the suggested time allowances are approximately 
proportional to the point value of the various problems. 

The suggested time allowances are as follows: 


T= following problems were prepared by the Board of Examiners of the American 


Problem 1 30 to 45 minutes 
Any three of the remaining four problems 150 to 225 minutes 
Number 1 


The records of Taxpayer Manufacturing Corporation showed the following transac- 
tions for the fiscal year ended May 31, 1957: 


Gross receipts from business exclusive of the following $400,000 
Issuance on June 1, 1956 of $10,000 par value of the Corporation’s own debenture bonds dated June 1, 
Proceeds from sales on May 31, 1957: 
100 shares of Corporation’s own common stock ($10 par value each) purchased for $1,100 in 1954. . 1,000 
100 shares of X Corporation common stock qundionad for $10,500 on December 31, 1956, as a tempo- 


Machinery (used in the business) acquired on May 31, 1956 at list price of $5,000 less $1,000 allow- 
ance on machinery traded-in which was purchased on May 31, 1953 for $4,000. (Estimated useful 


Truck used by the Corporation for delivering merchandise, purchased January 31, 1957, for $6,000. 

Land used for storage purposes in the business, acquired in 1954 for $3,000..................... 6,000 


$537 ,000 
Costs and expenses including all allowable interest and depreciation (straight-line basis) but ex- 
Purchase on December 1, 1956 of 100 shares of the Corporation’s own common stock (par value 


Prepare a work sheet showing details of the computation of the corporate Federal 
income tax for the fiscal year ended May 31, 1957. (The tax rates amount to 30% on the 
first $25,000 of income and 52% on the excess.) 


Number 2 


You have completed the field work in connection with your audit of The Bancroft 
Corporation for the year ended December 31, 1956. You have decided to include a 
Statement of Source and Application of Funds in your long-form report. The following 
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schedule shows the balance sheet accounts at the beginning and end of the year: 
December 31, December 31, Increase or 
1956 1955 (Decrease) 
Accounts receivable. . 490 ,000 410,000 80,000 
rican Investment in Subsidiary Co. 106 ,000 106 ,000- 
th Cash surrender value of life insurance.......................--. 2,100 1,800 300 
Buildings... 566, 500 507 , 500 000 
$2,506,780 $2,259,800 $246,980 
nsac- Accumulated 141,000 130,000 11,000- 
11,000 
$2,506,780 $2,259,800 $246,980 
1am STATEMENT OF RETAINED EARNINGS 
6000 ff December 31, 1956 Profit for last three quarters of 1956...............00.c0scseeeeeeseeeeus 80,000 
50,000 
00 ,000 Your working papers contain the following information: 
00 (1) On April 1, 1956 the existing deficit was written off against capital surplus created 
— by reducing the stated value of the no-par stock. 
1, (2) On November 1, 1956, 8,000 shares of no-par stock were sold for $62,000. The - 
board of directors voted to regard $6 per share as stated capital. 
eral (3) A patent was purchased for $16,000. 
mm the (4) Machinery was purchased for $4,600 and installed in December 1956. A check for 
this amount was sent to the vendor in January 1957. 
(5) During the year machinery which had a cost basis of $8,000 and on which there 
was accumulated depreciation of $5,000 was sold for $1,000. No other fixed assets 
croft were sold during the year. 
ide a (6) The 6%, 20-year bonds were dated and issued on January 2, 1944. Interest was 


wing payable on June 30 and December 31. They were sold originally at 104. These 
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bonds were retired at 101 and accrued interest on March 31, 1956. 

(7) The 4%, 40-year bonds were dated January 1, 1956 and were sold on March 3} 
at 97 and accrued interest. Interest is payable semi-annually on June 30 and 
December 31. Expense of issuance was $1,020. 

(8) The Bancroft Company acquired 80% control in Subsidiary Co. on January 2, 
1956 for $100,000. The income statement of Subsidiary Co. for 1956 shows a net 
income of $7,500. 

(9) Extraordinary repairs to buildings of $7,000 were charged to accumulated depre- 
ciation—building. 


From the above information prepare a statement accounting for the decrease in net 
working capital (Statement of Source and Application of Funds) and a schedule of 
working capital changes. A worksheet is mot necessary, but the principal computations 
should be supported by schedules or skeleton ledger accounts. 


Number 3 


The fiscal year of The X Company, a cotton print-cloth manufacturer, ends on 
September 30. Inventories of finished cloth, cloth in process, and raw cotton are stated 
in the balance sheet at the cost of the raw material content (based on the last-in, first- 
out method), plus current manufacturing costs applicable thereto. In connection with 
preparation of interim statements you have the following data: 

Physical inventory pounds at beginning and end of the period were as follows: 

9/30/55 3/31/56 


Cloth in process (considered to average } finished) . 714,000 788 ,000 


2,933,000 2,350,000 


The “lifo” cost of the raw material content of the beginning inventories (including 
waste) was built up as follows: 


Price 
Pounds per Amount 

Pound 


During the six-month period the Company purchased 6,291,000 pounds of cotton for 
an average price of $.37 per pound, and sold 6,535,000 pounds of cloth for an average 
price of $.84 per pound. Market prices at March 31, 1956 were $.375 per pound for 
cotton and $.85 per pound for cloth. 

The value of waste recovery is deducted from processing cost and need not be considered. 


For preparation of interim financial statements as of March 31, 1956 you are to: 
a. Compute the pounds of loss due to “waste” during the six months, 

b. Compute the value of cotton included in the inventories as of March 31, 1956. 
c. Compute the “reserve for replacement” of the decrease in “lifo” quantities as of 


~~ 


I 
| 
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March 31, 1956. The Company intends to maintain its fiscal year-end inventory 


quantity position. 


Number 4 


Yo 


u are engaged to audit the records of the Pacific Import Company which has not 


previously been audited. The trial balance at December 31, 1956 follows: 


Debits Home Office Branci. 
Cost of sales. 93 ,000 
Total .. $549,000 $161,000 
Credits 
Retained earnings—January 1, 1956............... 26,000 
Home office current account............... 9,000 
The following additional information is to be considered: 


(1) 


(2) 
(3) 


(6) 


(7) 


a. 


The branch receives all of its merchandise from the home office. The home office 
bills goods to the branch at 125% of cost. During 1956 the branch was billed for 
$105,000 on shipments from the home office. 

The home office credits sales for the invoice price of goods shipped to the branch. 
On January 1, 1956 the inventory of the home office was $25,000. The branch 
books showed a $6,000 inventory. 

The home office billed the branch for $12,000 on December 31, 1956 representing 
the branch’s share of expenses paid at the home office. The branch has not re- 
corded this billing. 


All cash collections made by the branch are deposited in a local bank to the ac- 
count of the home office. Deposits of this nature included the following: 
Amount Date Deposited by Branch Date Recorded by Home Office 
$5 ,000 December 28, 1956 December 31, 1956 
3,000 December 30, 1956 January 2, 1957 
7,000 December 31, 1956 January 3, 1957 
2,000 January 2, 1957 January 5, 1957 


Expenses incurred locally by the branch are paid from an imprest bank account 
which is reimbursed periodically by the home office. Just prior to the end of the 
year the home office forwarded a reimbursement check in the amount of $3,000 
which was not received by the branch office until January 1957. 

It is not necessary to make provisions for Federal income tax. 


You are to prepare a columnar worksheet for the company and its branch with 
columns for ‘Trial balance,” “Adjustments and eliminations,” “Branch income 
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statements should be on a cost basis.) 


b. Prepare a reconciliation of branch office and home office current accounts showing 


the corrected book balances. 
Number 5 


From the following information about the Water Department of the City of xX, 
prepare a worksheet showing the original trial balance, adjustments, and the extended 


statement,” “Home office income statement,” and “Balance sheet.” Complete the 
worksheet and key and explain all adjustments and eliminations. (The income 


profit and loss and balance sheet accounts. A/so prepare in proper form fund balance De 


sheets and operating statement for the year ended December 31, 1956, for the Water 


Department. 


Ledger Balances December 31, 1956 


$ 588,800 
17,000 


Cash—operating fund................. 
Cash—consumers’ deposits............ 
Postage on meter... 
Accounts receivable: 

Sundry.... 
Due from other funds................. _ 
Supplies inventory 
Merchandise on order and in transit... . 
Investments—consumers’ deposits... ... 
Unfilled orders and contracts........... 
Warrants payable.................... 
Advance service payments............. — 
(continued) 


NOTE: Revenue bonds mature serially $30,000 each year. 


Surplus. . 
Revenue. . 
Expense: 


,000 


Examination of the records discloses the following data: 


(1) Included in error in accounts payable—trade: 
(a) For reimbursement of metered postage.......................0005- 


(2) Items included in book inventory that were not received until 1957..................... 
(3) Computation of inventory items chargeable to distribution expense understated.............. 
(4) Classified as accounts payable trade, should be accounts payable township............... 


(6) 1957 expense purchases recorded as 1956 liabilities and charged to expense as follows: 
(b) Distribution expense...................... 
(d) Administrative and general expense 


(7) Included in accounts receivable—service, but actually due from other funds.............. 
(8) Credit balances included in accounts receivable—service, advance service payments....... 
(9) Included in accounts receivable sundry but due from other SS aie 


(10) Required adjustment to reduce unfilled orders and contracts to proper 


Accounts payable—trade.............. 
Accounts payable—township........... 
Water consumers’ deposits............. 
Revenue bonds payable............... 


Administrative and general.......... 
Cost of installations, repairs and parts. . 
Interest on consumers’ deposits. ....... 


(11) Purchase order included in unfilled orders and contracts. This order a dunlication of previously 
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> th Solution to Problem 1 
-ome 
(Deductions) or 
ided $149,600 $2,020 
ance Deductible contributions 5% of 7,581 
ater $142,019 $2,020 
$ 57,019 $2,020 
Tax on first $25,000... $ 7,500.00 
7000 Tax on next $32,019 @ 52% 16,649.88 
$24,149.88 
),000 
EXPLANATIONS 
000 Machinery bought in 1953, cost............ $4,000 Truck, cost 1/31/57...............0..0005 $6,000 
),000 Depreciation 3 years @ 20%.............. 2,400 Depreciation 4 year @ 25%............... 500 
600 
$1,600 Basis at $5,500 
: Cash paid to trade 5/31/56................ 4,000 Proceeds of sale 5/31/57.................. 5,000 
Depreciation 1 year @ 20%............... 1,120 SS 
500 
yo : Assumed: Straight line depreciation used for tax purposes. 
,000 
| Solution to Problem 2 
BANCROFT CORPORATION 
STATEMENT OF SOURCE AND APPLICATION OF FUNDS 
FOR THE YEAR ENDED DECEMBER 31, 1956 
500 FUNDS APPLIED: 
000 To purchase of investment in subsidiary...............-..02:secceeeceeeeeeeeeees 100 ,000° 
, To increase in cash surrender value of life insurance. ...............6...0e0e0eeeees 300 


FUNDS PROVIDED: 
From Operations: 


Amortization of patent 5,000" 
10,000" 

Amortization of bond discount and expense................ 90° 47,090 
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Solution to Problem 2—continued 


Less: 
Parent’s equity in subsidiary income...................... $ 6,000 
Amortization of premium on bonds retired less redemption 


From sale of stock............. 62,000 


Total funds provided 


BANCROFT CORPORATION 
SCHEDULE OF CHANGES IN WORKING CAPITAL 


December 31 
1955 


1956 


CURRENT ASSETS: 


Com...... $ 320,000 $ 282,400 $(37 ,600) 
Accounts receivable. .. ; 410,000 490 ,000 80, 
Reserve for bad debts... . (40,000) (45 ,300) (5,300) 
Inventory. ... 660,000 695 ,000 35,000 
Prepaid expenses......... 8,000 10,000 2,000 
Total Current Assets. . . $1,358,000 $1,432,100 $ 74,100 


CURRENT LIABILITIES: 


Accrued taxes...... . $ 80,000 $ 92,000 $ 12,000 

Accounts payable...... 280 ,000 301 ,280 21,280 

Dividend payable... .. 60 ,000 60,000 

Total Current Liabilities. . es $ 360,000 $ 453,280 $ 93,280 

Net Working Capital. ... = $ 998,000 $ 978,820 $(19, 180) 
EXPLANATIONS 


Computation of depreciation expense: 


Balance of reserves at 12/31/55........... 530,000 
Maintenance charged to the reserve....... 7,000 

Accumulated depreciation on machinery sold... 5,000 
Total depreciation expense................ . $ 30,000 


Computation of bond discount and expense amortized: 
Par value of 4%, 40-year bonds sold............. $125,000 
Sales price of bonds sold ($125,000 @ 97)........... ye 250 


Balance of unamortized discount and expense at 12/31/56......... 


Amount of discount and expense amortized... ... 


Computation of proceeds — sale of bonds: 


328,720 
C 
19,18 
_ 
(Decrease) 
| 
$ 3,70 § 
$ 4,770 
250 
020 
i 


Solution to Problem 2—continued 


Computation of amortization of a costs: 
Computation of additions to machinery and building: 
Solution to Problem 3 
a. Pounds of loss due to waste 
Total cotton placed in process during period....................00.20e eee. 7,156,000 Ibs. 
Finished cloth and cloth in process at beginning of period................... 968 ,000 Ibs. 
Finished cloth and cloth in process at end of period....................005. 1,250,000 Ibs. 
Pounds of waste during period...................++0-. 339 ,000 Ibs. 
b. Value of cotton in inventories: 
(1) Computation of equivalent production for 6 months ended 3-31-56 
Increase in finished goods inventory. 208 ,000 Ibe. 
One-half of increase in goods in process inventory ($ of 74,000)............... 37,000 Ibs. 
(2) Percentage of waste to equivalent production 
339 ,000 +6, 780,000=5% 
(3) Pounds of cotton, including waste, in 3/31/56 enamine 
Finished goods (462,000+5% ‘of 462 ,000).. aie 485,100 ibs. 
Goods in process (788,000+4 of 5% of 788, 000) . 807 , 700 Ibs. 
Total pounds of cotton, including waste..............--.--000+2005 2,392,800 Ibs. 
aie value of cotton content as of March 31, 1956 
C. Computation of Reserve for Dalene of Lifo Quantities: 


Decrease. 
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Solution to Problem 3—continued 


Cost to replace decrease in inventory (764,200 Ibs. @ $.375 per 
Less: Decrease in value of ending inventory: 


Reserve requirement (excess of replacement cost over decrease of lifo value of 


Solution to Problem 4 


PACIFIC IMPORT COMPANY 
BALANCE SHEET WORKING PAPERS 
December 31, 1956 


Trial Baleace Adjustments and Eliminations Home Office Branch Ofice 
Home Branch 
Ofice Office Dr. Cr. 
a 
DEBITS 
$ 15,000 $ 2,000 (3) $ 10,000 
(4) 3,000 
Accounts receivable............... 20,000 17,000 
Inventory . 30,000 8,000 (1) 10,000 (6) 3,600 
Fixed assets—net. . 
Branch office current.............. 44,000 % 10,000 
(7) 34,000 
Cost of sales: 
Home Office. . . 220,000 (6) 84,000  $(136,000) 
Branch Office. . 93,000 (5) 1,200 $(74,400) 
Expenses: (6) 17,400 
ome Office. . . 70,000 (70,000) 
Branch Office. ead 41,000 (2) 12,000 (53 ,000) 
CREDITS 
Accounts payable : $ 23,000 
Mortgage payable. ... 50,000 
Capital stock . 100,000 
earnings—1/ 1/56 26,000 (5S) 1,200 
350 ,000 (6) 105,000 245 ,000 
B Office. .... $150, 150,000 
Accrued expenses. . 
Home Office current. “O00 (7) 34,000 (1) 10,000 
(2) 12,000 
(4 3,000 


EXPLANATION OF WORKING PAPER ENTRIES 
(1) Te seneed shipments to the branch from the home office not recorded by the branch: 


— to the branch per home office records 


S ‘ote: This assumes that the difference has arisen from goods in transit at year end rather than an inventory shrinkage.) 
(2) To record branch share of home office 

(3) To record cash in transit to the home office. 

os To record reimbursement of branch working fund by home office. 

5) To eliminate inter-office profit on beginning inventory. 


$286,575 


248,611 


$ 37,964 


ke 


gees 


The 
(7) To 
(b) 
— | 
Balai 
Hom 
Bran 
Balance 
Sheet 
Sol 
$ 30,000 
37,000 
44,400 
150,000 
$261 ,400 
$ 23,000 
50,000 
100,000 
24,800 
2,000 
39,000 
22,600 
$261 ,400 
$ 6,000 
105 ,000 
$111,000 
Goods sold by the branch... . 93,000 
Remainder ‘ . $ 18,000 
Amount of unrecorded shipments ‘ $ 10,00 
Net 


600 


Far 


Solution to Problem 4—continued 
(6 The debit to Home Office sales of $105,000 is to eliminate intra-comy 
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sales; the credit to Home Office cost of sale of $84,000 is 
to eliminate the cost of the intra-company sales (80% of $105, 000); ¢ e credi 


t to branch inventory is to reduce that account to cost 


(80% of $18,000) by the elimination of the profit element (20% of $18,000); the credit to branch cost of sales of $17,000 is to reduce 
that account by the amount of intra-company profit on the current year’s purchases which were sold by the branch (20% of [$105,000 


—$18,000)) 


(1) To eliminate the inter-office accounts. 


Balances books at 12/31/56. . 
Goods in transit to the branch at year end not Aho 


RECONCILIATION OF CURRENT ACCOUNTS 


Home Office billing for expenses not recorded by the branch. 12 
Home Office reimbursement of branch working fund not recorded by branch.............-...+eeeeeeeeees ; 3,000 


Corrected balances at 12/31/56 


Solution to Problem 5 


WATER DEPARTMENT—CITY OF X 


WORKING PAPER 
December 31, 1956 


Cash—operatingfund. $ 588,800 


Cash—consumers’ de- 


posits 

Postage on meter 

Accounts receivable: 
Consumer billing 
Service. . 


dry... 
Due from other funds. 
Supplies inventory . 


Merchandise on order 
and in transit 

Investment—consum- 
ers’ deposits 

Property 

Jnlled orders and 
contracts 


Warrants payable 

Due to other funds 

Advance service pay- 
ments... 

Accounts payable— 
trade. ... 


Accounts payable— 
township . 
Water consumers’ de- 
R Posits = “ie 
eserve bonds payable 
deprecia- 


roduction 
Distribution... . . 
Office . 
Admin. and general 
Cost of installations, 


repairs and parts. 
Interest on consumers’ 
deposits 


Interest on bonds... . 
wances and adjust- 
ments... 


Net income for the year. 


Trial Balance Adjustments Profit and Loss Balance Sheet 
Dr Cr. Dr. Cr. Dr. Cr. Dr. Cr. 
$ 588,800 
17,000 17,000 
1,000 500 500 
65 ,000 65,000 
17,000 (8) $ 1,000 (7 500 17,500 
700 (9 50 650 
(9) 50 
(7) 5 550 
140,000 2,000 137 ,000 
(3 1,000 
145,000 (5) 1,000 {12} 40,000 105,400 
(2) 2,000 (11 2,600 
50,000 50,000 
6,000,000 6,000,000 
$ 145,000 (12) 40,000 % 1,000 $ 105,400 
(11) 2,600 (2) 2,000 
50,100 50,100 
(1) 18,500 18, 
(8) 1,000 1,000 
47,000 (6) 2,000 14,000 
(1) 19,000 
(2 2,000 
(4) 10,000 
56,000 (12) 5,000 (4) 10,000 61,000 
67 ,000 67,000 
300,000 300 ,000 
1,200,000 1,200,000 
4,500,000 4,500,000 
1,500,000 (12) 5,000 $1,505,000 
340 ,000 (6 500 $ 339,500 
151,000 (3) 1,000 (6 500 151,500 
90,000 (6 500 89,500 
105,000 6 500 104,500 
140,000 140,000 
600 600 
9,000 9,000 
5,000 5,000 
$7,865,100 $7,865,100 $ 839,600 $1,505,000 
665 ,400 665 ,400 


$1,505,000 $1,505,000 $6,982,400 $6,982,400 
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WATER DEPARTMENT—CITY OF X 
BALANCE SHEET 
December 31, 1956 
ASSETS 
CURRENT ASSETS: 
Cash... 
Accounts receivable: 
Consumer billing 
Service. . 
Sundry... 
Supplies inventory . ; 
Due from other funds 
Total current assets 
FIXED ASSETS: 
Property . +e 
Less: accumulated depreciation..... .. 


Property—net 


OTHER ASSETS: 
Cash—consumers’ deposits ¢ 
Investments—consumers’ deposits 


Total other assets 


Total assets. ... 


LIABILITIES AND SURPLUS 
CURRENT LIABILITIES: 
Accounts payable—trade 
Accounts payable—township 
Due to other funds 
Customers’ advances. 


Total current liabilities 


LONG TERM LIABILITIES: 
Revenue bonds payable 


OTHER LIABILITIES: 
Consumers’ deposits. 


SURPLUS 
Balance at January 1, 1956 
Net profit for the year ended 12/31/56. 
Surplus at 12/31/56.... 


Total liabilities and surplus... ... 


WATER DEPARTMENT—CITY OF X 
STATEMENT OF INCOME AND EXPENSE 
FOR THE YEAR ENDED DECEMBER 31, 1956 


Net revenues. ... 


OPERATING EXPENSES 
Production expenses............. 
Distribution expense.............. 
Office expense...... 
Administrative and general... . 
Cost of installations, repairs, and parts. 


Net Income from Operations. ... 
OTHER INCOME 
Interest on revenue bonds. 
Interest on consumers’ deposits... . 


Net income for the year..... 


$ 588,800 
65 ,000 
17,500 
650 
137,000 
500 
550 
$ 810,00 
$6,000,000 
1,200,000 
4,800,000 
$ 17,000 
50,000 
67,000 
$5,677,000 
$ 50,100 
14,000 
61,000 
18,500 
1,000 
$ 144,600 
300,000 
67,000 
$4,500,000 
665 ,400 
5,165,400 
$5,677,000 
$1,505,000 
5,000 
$1,500,000 
| 
$339,500 
151,500 
89,500 
104,500 
140,000 825,000 
$ 675,00 
9,000 
¥ 600 9,600 
$ 665,400 
} 
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$ 810,000 


$1,505,000 
5,000 | 


$1,500,000 


EXAMINATION IN THEORY OF ACCOUNTS 


WILLARD J. GRAHAM 


counts of the November, 1957, 

C.P.A. Examination was given on 
Friday, November 8, in a three and one- 
half hour session from 1:30 P.m. to 5:00 
pam. There were three groups of questions 
included. All three questions in the first 
group were required, two were to be se- 
lected from three in the second group and 
in the third group. 
NOTE TO CANDIDATES: To save 
candidates the time of computing their 
own time budgets for each problem, nota- 
tions of estimated time requirements are 
funished for each problem to be an- 
swered separately, and in the aggregate for 
all problems to be answered out of a group 
where options are involved. The estimated 
time allowances are approximately propor- 
tional to their point value, the total of 
which for this examination is 100 points. 


GROUP I 


(Answer all questions in this group) 


T= examination in theory of ac- 


Number 1 (Estimated time—15 to 22 min- 
utes) 


On October 1, 1956, the Television Com- 
pany sold a set costing $400 to Jones for 
$600. Jones made a down payment of 
$150 and agreed to pay $25 the first of 
each month for eighteen months there- 
alter. 

The first two installments, due on No- 
vember 1 and December 1, 1956, were 
paid. In 1957, five payments were made 
by Jones, who then defaulted on the bal- 
ance of his payments. The set was repos- 
sessed on November 1, 1957. The com- 
pany closes its books as of December 31. 

a. Give three different amounts that 
might be shown as realized income for 
1956 and indicate the circumstances under 
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which each of these amounts would be ac- 
ceptable. 

b. Assuming that the repossessed tele- 
vision set has a wholesale value of $50 and 
a retail value of $75, prepare a journal 
entry to record the repossession under the 
‘“fnstallment method” of accounting. Ex- 
plain fully the reasoning applicable to 
your entry. 


Answer 1 


a. (1) If the expense of collections and 
the losses from bad debts and reposses- 
sions are normally low and are subject to 
reasonably accurate prediction, the total 
gross profit of $200 may be recognized at 
the time of sale. An appropriate charge 
against income should be made to provide 
for estimated collection losses. 

(2) In situations where collection ex- 
pense and losses are greater and less pre- 
dictable, it may be appropriate to recog- 
nize each collection as partly a return of 
cost and partly as income. By this method 
income recognized in 1956 would be $67 
($200 X 334%). 

(3) In extreme situations where the risk 
of credit losses is large and repossessions 
frequent, it may even be permissible to 
recognize collections only as a return of 
cost until cost is fully recovered, and then 
as income. Under this method no income 
would be recognized in 1956. 


b. Repossessed Merchandise. .... $ 50 
Deferred Gross Profit............ 92 
Loss on Repossessions............ 133 

Installment Accounts Receivable 


$275 


The wholesale value of $50 may be ac- 
cepted as the “market value” to the retail 
seller and the proper basis for record. In 
the absence of such a value the basis would 


4,800,000 
67,000 
$5,677,000 
$ 144,600 
300,000 
67,00 
| 
$5,677,000 
| 
825,000 
$ 675,000 
9,600 
— 
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be net realizable value, less recondition- 
ing cost, if any, and less the normal profit 
margin. Even if the “unrecovered cost” of 
$75 ($400-$325) should be considered a 
significant cost figure, it would not be a 
proper basis for record because it is higher 
than market. 


Number 2 (Estimated time—18 to 28 min- 
utes) 


The invoice price of a machine is 
$10,000. Various other costs relating to 
the acquisition and installation of the ma- 
chine amount to $2,000 and include such 
things as transportation, electrical wiring, 
special base, etc. The machine has an esti- 
mated life of 10 years, with no residual 
value at the end of that period. 

The owner of the business suggests that 
the incidental costs of $2,000 be charged to 
expense immediately for the following rea- 
sons: (1) if the machine should be sold, these 
costs can not be recovered in the sales price; 
(2) the inclusion of the $2,000 in the ma- 
chinery account on the books will not nec- 
essartly result in a closer approximation of 
the market price of this asset over the years, 
because of the possibility of changing price 
levels; and (3) charging the $2,000 to ex- 
pense immediately will reduce his Federal in- 
come taxes. 

Discuss each of the points raised by the 
owner of the business. 


Answer 2 


Accounting for fixed assets is directed 
primarily toward the proper allocation of 
their full cost to accounting periods (and 
to products and services) in such a manner 
that expiring costs are “matched” with 
services rendered and revenues produced. 
The resulting balance sheet amounts, from 
period to period, reflect unexpired costs to 
be allocated against the revenues of fu- 
ture operations; they are not intended to 
reflect sales values. They are “values” 
only in the sense that if the acquisition of 


the assets represented good business judge. 
ment, their initial values-in-use are g 
least equal to the full cost, and the unex. 
pired costs from period to period are not 
more than the remaining values-in-use, 

(1) In the instant case, the full cost of 
the machine, installed, is $12,000. Py. 
sumably its estimated value-in-use ig at 
least $12,000 or it would not have been 
purchased. The fact that its sale value may 
be less than this amount ($11,000, 
$10,000, $9,000, e¢ al.) is irrelevant; it was 
not purchased for resale but for use. Its 
full cost, which is not more than its esti- 
mated value-in-use, should be allocated 
over the estimated ten-year life in an ap- 
propriate manner. It is not likely, for ex- 
ample, that a $3,000 cost against the oper- 
ations of the first year and $1,000 each 
year thereafter will match costs against 
revenue as accurately as will a charge of 
$1,200 against each year. 

(2) Again, the market values of the 
asset in subsequent years are irrelevant. 
They may be higher or lower than w- 
expired costs, depending on changing 
price levels and perhaps other factors. 
Certainly the book record at acquisition 


should not be influenced by any estimate | 


of future price levels. 

(3) The $2,000 is not legally deductible 
in determining taxable income, and should 
therefore not be deducted. But, assuming 
for the moment that such deduction is 


legal, the payment of income taxes could [ 


thereby only be deferred; there would be 
no permanent reduction in taxes. Should 
such deferment of tax payments, and the 
consequent provision of temporary work 
ing capital, be of such substantial benefit 
that the $2,000 is deducted in determining 
taxable income, it would still be possible- 
and desirable—to capitalize the item 0 
the books. If the resulting excess of It 
ported financial income over taxable i- 
come is material, provision should probe 
bly be made for deferred tax liability. 
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Number 3 (Estimated time—20 to 30 
minutes) 

At December 31, 1956, the Alta Com- 
pany has outstanding purchase commit- 
ments for purchase of 50,000 gallons, at 
$2.00 per gallon, of a raw material to be 
ysed in their manufacturing process. The 
company prices its raw material inventory 
at cost or market, whichever ts lower. 

a. Assuming that the market price as of 
December 31, 1956 is $2.05, how would 
this matter be treated in the statements? 
Explain fully. 

b. Assuming that the market price as 
of December 31, 1956 is $1.70 instead of 
$2.05, how would you treat this situation 
in the statements? Give your reasoning. 

c. Give the entry in January 1957 when 
the 50,000 gallon shipment is received, 
assuming the situation given in (b) above 
existed at December 31, 1956. Give an 
explanation of your treatment. 


Answer 3 


a. If the purchase commitments are not 
in excess of normal requirements, no dis- 
closure is necessary. If the commitments 
are materially in excess of normal require- 
ments, disclosure of the facts should ap- 
pear in an appropriate footnote. 

b. The company policy is to price its 
raw material inventory at the lower of 
cost or market, in order that market de- 
clines may be charged against the income 
of the period in which the decline occurs 
and that materials purchased (or ordered) 
in the current period may not be charged 
to the operations of future periods at more 
than the market at the beginning of the 
period. Therefore, the decline in the price 
of the market commitment, if material, 
should be recorded as follows: 


Loss from Market Decline on Pur- 
$15,000 
Purchase Commitments. . . $15 ,000 


The debit account should appear as a 
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special loss item on the income statement. 
The credit account should be shown as a 
liability on the balance sheet, with ap- 
propriate disclosure in a footnote. This is 
a liability in that (a) it represents the 
maximum forfeit in case of breach of con- 
tract, (b) it represents excess amounts 
(more than current market values) that 
must likely be paid in a future period as 
the raw materials are delivered. 

c. Assuming that the market price de- 
cline was recorded on December 31, 1956, 
as described in (b) above, the entry in 
January, 1957, when the materials are 
received, would be as follows: 


Raw Materials................ $85 ,000 
Provision for Market Price De- 
cline on Purchase Commit- 
Accounts Payable......... $100,000 


This entry (and the one in (b) above) 
achieve the objectives described in (b) 
above when the price decline was recog- 
nized. The raw materials are charged 
against 1957 operations at (not more than) 
their market price, the amount at which 
they could have been purchased had there 
been no purchase commitment—$85,000. 
No charge is made against 1957 income for 
the price decline which occurred in 1956. 
The liability created at December 31, 1956 
is discharged by the recognition as a li- 
ability of that part of the contract price 
($15,000) which is in excess of the current 
market price. 


GROUP II 


Estimated time—37 to 44 minutes 
(Answer any two questions in this group. 
If more are answered, only the first two 

will be considered.) 


Number 4 


In the measurement of periodic net 
income, accountants conventionally (1) 
measure gross income of all kinds, (2) 
measure costs or expenses, and (3) sub- 
tract (2) from (1). In performing these 


| 
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operations they are said to be matching 
costs and revenue. The ideal matching 
would result from deducting from gross 
income of the period, the services and 
things consumed in producing the income 
without regard to the time the outlay was 
made. 

a. State some of the more serious prob- 
lems encountered in seeking to achieve 
the ideal measurement of periodic net 
income. 

b. Explain what accountants do as a 
practical alternative. 


Answer 4 


a. (1) The recognition of income. The in- 
come on sales transactions is ‘convention- 
ally” recognized at the point of shipment 
or delivery. But there may be situations in 
which “ideally” income should be (a) 
recognized earlier, when virtually all of the 
cost of selling has been incurred, a firm 
commitment secured, and, perhaps, pro- 
duction is partially completed, such as 
job-order printing, and the manufacture 
of machines to special order, or (b) recog- 
nized later, when there is substantial un- 
certainty as to collection, such as in cer- 
tain types of sales on long term instalment 
contracts and sales to companies in foreign 
countries where the export of currency is 
restricted. 

“Tdeally,”’ perhaps, consideration should 
be given to the recognition of income 
arising from the growth of timber and ac- 
cretion to herds of livestock, prior to 
actual sale, or possibly, in lieu thereof, to 
a periodic revaluation upward with an off- 
setting addition to capital surplus. 

(2) The “Timing” of costs or expenses 
not properly chargeable to the period of out- 
lay. More numerous and more difficult 
problems arise in the proper accrual of 
costs and expenses prior to actual outlay 
and particularly in the measurement of 
expired costs in relation to revenue pro- 
duced. The Proper allocation of costs 


which benefit several periods requires 
estimates of the future, with respect to 
both revenue volume and duration of cost 
benefits. Ideally, for example, the initia) 
costs of property and plant and ensuing 
repair and maintenance costs should be 
allocated to accounting periods in propor. 
tion to the value of services rendered— 
benefits received—in each of the Periods, 
The “ideal” solution demands a forecast 
of the useful life of the property, the quan. 
tity and quality of service to be rendered 
each period, periodic maintenance costs, 
the encroachment of obsolescence, ete, 
Particularly difficult is the forecasting of 
the periodic benefits to be received from 
organization costs, institutional advertis. 
ing and research and development costs, 
Even the allocation to specific products, 
within a single period, of such costs as the 
personnel department, building deprecia- 
tion and general administrative overhead 
presents difficult problems of matching 
costs with revenues. There is some opinion 
to the effect that no attempt should be 
made to allocate to products those costs 
which are independent of production 
volume—that these are period costs and 
should be so treated. 

The apportionment of the combined 
cost of the initial inventory and the cur- 
rent periods’ additions between the final 
inventory and the cost-of-goods-sold (or 
the cost-of-materials-used) necessitates a 
choice from among several alternative (and 
“acceptable”) bases for charging goods 
sold to current operations, including past 
cost (FIFO), present (or latest) cost 
(LIFO), average cost, and “normal” cost 
(standard). These alternative choices re- 
flect somewhat different concepts of “cost” 
and “income.” Still another alternative, 
the valuation of the final inventory at 
“market if lower than cost,” charges 
against the current period any decline in 
the market value of merchandise (0 
materials) still on hand. 
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b, In view of the difficulties described 
above and the consequent inability to 
achieve “ideal” matching of costs and 
revenues, the accountant has established 
certain rules, or ‘‘conventions” as general 
guides in the matching of costs and reve- 
nues, and he applies these consistently and 
ina systematic manner. Thus he achieves a 
high degree of objectivity and end results 
which tend to be comparable between 
periods and to a considerable extent com- 
panies. While the accuracy of the net in- 
come of a single period may be subject to 
future uncertainties, the intelligent appli- 
cation of these rules tends to eliminate 
intentional distortion, and the accumula- 
tive income for several periods is likely to 
be reasonably accurate. Recognition of the 
existence of risks and uncertainties, and a 
universal desire to avoid overstatement of 
income, have given a conservative slant to 
most of these conventions. The result is 
that revenue is recognized somewhat later 
—and costs charged against revenue some- 
what earlier—than would be the case if 
future developments could be forecast with 
greater certainty. 

Examples of conservatism of income de- 
termination are these: 

1. Revenue is rarely recognized prior to ship- 

ment or delivery. 

. Livestock accretion and timber growth are 
not normally the basis for recognition of 
revenue. 

3. In many cases, even where the risk of loss 
is relatively small and fairly predictable, 
the revenue or instalment sales is recognized 
only on collection. 

4. Recognition is frequently given to market 
price declines—but not to increases. 

5 Because of the uncertainties involved in- 
stitutional advertising and research and de- 
velopment costs are normally charged to 
the period of outlay, even though they are 
incurred for the benefit of future periods. 

Although depreciation policy is usually con- 
Servative with respect to estimated useful 
life, the almost universal use (prior to 1954) 
of the straight-line method is not conserva- 

tive, because it fails to recognize the prob- 
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abilities of declining efficiency, increasing 
repair and maintenance costs, and the en- 
croachment of obsolescence, all of which 
point to the appropriateness of a declining- 
amount method—an earlier charging of 
costs against revenue. 


Note: Although it was probably not con- 
templated in the framing of the question, 
consideration should probably be given to 
still another set of problems in the match- 
ing of costs with revenue—that of pricing 
expired costs when prices have changed 
materially between the period of outlay 
and the period of expiration. Except for 
the use of LIFO,—and the lower of cost or 
market—these problems have been quite 
universally ignored, particularly during or 
after a period of rising prices. 


Number 5 


The retail method of inventory yields 
results which are essentially the same as 
those yielded by the lower of cost or 
market method. 

a. Explain why this is so and give an 
illustration of how it reduces inventory to 
“market.” 

b. What conditions must exist for the 
retail method to give valid results? 


Answer 5 


a. The application of the retail method 
reduces the inventory, priced at retail, to 
an inventory “value” by deducting the 
mark-up percentage (normally achieved 
by multiplying the retail value by the 
complement of the mark-up percentage). 

The amount of the inventory at retail 
may be based on a physical inventory 
priced at retail, or it may be a book figure 
computed as follows: initial inventory at 
retail+ purchases+ mark-on-+ net mark-up 
—mark-down—sales=final inventory at 
retail. The complement of the mark-up 
percentage is ordinarily computed as fol- 
lows: 


| 


Initial inventory*+purchases 
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=complement of mark-up percentage 


Initial inventory at retail+purchases+mark-on+net mark-up 


* The initial inventory as determined by the retail method in the previous period. 


It can be demonstrated that this method 
yields an inventory value equivalent to the 
lower of cost or market where pricing 
policy “follows the market,” that is, where 
market-price increases normally result in 
additional mark-ups and market-price 
declines normally result in mark-downs. 
It should be added that on marked-down 
merchandise the “‘market”’ is interpreted 
to be the amount on which the marked- 
down price would yield the normal mark- 
up. 

The inclusion in the formula of both 
mark-on and additional net mark-up (as- 
suming for the moment no mark-down) 
increases the mark-up percentage beyond 
the normal percentage; when the comple- 
ment of this larger percentage is applied to 
inventory at retail which includes net 
mark-up, it results in a cost value which 
may be below market. If the formula in- 
cluded only mark-on and excluded net 
mark-up, it would produce a normal mark- 
up percentage which, when its complement 
is applied to inventory at retail, will result 
in a market value which might be above 
cost. 

The exclusion of mark-down from the 
formula (assuming for the moment no net 
mark-up) produces a normal mark-up per- 
centage; when its complement is applied to 
the inventory at retail, it results in a 
“value” on which even the marked-down 
prices will yield a normal mark-up. If 
mark-down were included in the formula, 
it would yield a lower than normal mark- 
up percentage; when its complement is 
applied to inventory at retail, it will pro- 
duce an inventory value equal to cost 
which may be higher than market. 


Illustration 
Initial Inventory—Cost $1 ,000—Retail $1,500 
Purchases ost $5,000— 


Initial Mark-on $2,500 


of items) $7,200. (No pre 
Case 2. Net =e $500—No mark-down. Sales (in. 


In Case 1 the formula yields a mark-up 
percentage of 334%, the normal mark-up 
percentage. The application of the comple- 
ment of this percentage to inventory at 
retail, $1,800, produces a value of $1,200 
which is equivalent to cost and, in this 
case, market. 

In Case 2 the formula, including net 
mark-up, yields a mark-up percentage of 
36.84% which is larger than the normal 
mark-up percentage. The application of 
its complement to inventory at retail, 
$1,900, which includes an equivalent por- 
tion of net mark-up, produces an inven- 
tory value of $1,200 which, again, is 
equivalent to cost but lower than market 
of about $1,267. 


In Case 3 the formula, excluding mark- | 
down, yields a mark-up percentage of | 
334% which is the normal mark-up per | 
centage. The application of the comple | 


ment of this percentage to the inventory 
at retail, $1,700, produces a market value 
of $1,133 which is below cost. Had mark- 
down been included in the formula, the 
mark-up percentage would be 29.4%, 


which would yield an inventory value 
$1,200, which is equal to cost but higher F 


than market. 


b. The validity of the retail method [ 


depends on a reasonable constancy 


product-mix throughout the year and the © 


existence of about the same normal matk 
up percentage at the end of the period s 


during the period. It should be noted that | 
in the illustration in (a) above, prec | 
results in terms of cost and market wert | 


P 


Bes 


330 
— —=E 
st 
by 
a 
rk-down and no (additio we 
th 
(Market-price increase indicated.) N 
Case 3. Mark-down $500—No net mark-up. Sales (ip. 
cluding ¢ of marked-down items) $6,30), 
(Market-price decline indicated.) 
wo 
of 
Col 
di 
te 
p 
A 


tage 


net mark- 
(No price 
Sales (in 
$7,600, 


Sales (in- 
s) $6,300, 


nark-up 
nark-up 
comple. 
itory at 
$1,200 

in this 


ling net 
ntage of 
normal 
ation of 
t retail, 
ent por- 
1 inven- 
gain, is 
market 


g mark- § 
tage of 
‘up per 


achieved by holding these two factors con- 
stant. The retail method is usually applied 
by departments, but it could be applied on 
a store-wide basis if the foregoing factors 
were fairly constant in total throughout 


the period. 


Number 6 


In order to clarify an apparent incon- 
sistency, the president of the Moonoco 
Oil Company suggests including the fol- 
lowing statement in the current annual 
report now being prepared: 

On December 12, an eight per cent com- 
mon stock dividend was distributed to stock- 
holders, resulting in the transfer of $3,690,000 
from Earnings Employed in the Business to 
Stockholders’ Equity. While the percentage 
of the stock dividend was the same as last 
year, the sum transferred to Stockholders’ 
Equity was lower by nearly $200,000. 

The seeming inconsistency was caused by 
the requirement of regulatory authorities that 
the value of stock dividends on the company’s 
books be related to the market value of the 
stock. As a result, the present year’s dividend 
was valued at $65 per share as against $74 
per share for last year’s stock dividend. 

As a partner of the public accounting 
firm of Ajax, Abercrombie, and Smith, 


} which is making the annual audit of the 
comple- 


ventory 
et value 


Moonoco Oil Company, you think that 


§ such a statement may mislead the readers 
; of the report even though the figures are 
| correct. 


a. State the rules for handling stock 


| dividends in a situation such as described. 


Explain the reasoning supporting the rules. 
b. What criticism do you have of the 
terminology used by the president? Ex- 


plain. 


Answer 6 


_4. Stock dividends—The issue of addi- 
tional shares of stock to present stock- 
holders in proportion to their current hold- 


} ings, without consideration—is not a dis- 
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tribution of earnings. This is merely a “‘re- 
packaging” of each stockholder’s propor- 
tionate interest in the form of more but 
smaller units of ownership. The objective 
would seem to be a more marketable unit 
—one better suited to the market for the 
particular issue involved. If this objective 
is achieved, the market price per unit will 
normally drop somewhat /ess than in pro- 
portion to the percentage of stock issued, 
and the total market value of each stock- 
holder’s holdings will be somewhat greater. 

In the case of a relatively large stock 
dividend, say 20-25% or greater, the drop 
in market price is ordinarily discernible to 
the stockholder and he is not likely to 
interpret the action as a distribution of 
earnings. In the case of a relatively small 
stock dividend, however, the effect on the 
stock price may be offset by other market 
factors and the drop, if any, may not be 
perceptible; the stockholder may therefore 
look upon the action as a distribution of 
earnings. In such cases (according to ARB 
No. 43, Chapter 7, Section B) there should 
be a transfer from Retained Earnings to 
Capital Stock equal to the fair value of the 
additional shares issued. It is suggested (in 
ARB No. 43) that stock dividends smaller 
than 20-25% should not affect stock prices 
materially and would therefore be a proper 
basis for such capitalization of retained 


earnings. 

The 8% stock dividends of the Moonoco 
Oil Company would seem to warrant a 
capitalization of retained earnings in the 
amount of the total market value of the 
shares issued. 

b. The terminology used by the presi- 
dent is inaccurate and therefore mislead- 
ing. The transfers each year were not made 
to “Stockholders’ Equity,” but within the 
stockholders’ equity, from “Earnings Em- 
ployed in the Business” (Retained Earn- 
ings or Earned Surplus) to Capital Stock. 
The amount of the total stockholders’ 
equity remains unchanged by this trans- 
action. 


| 

ula, the 

alue of 

t higher 

method 

ancy of | 

and the | 

| 

eriod as 

ted that 

precise 

cet were 


332 


GROUP III 
Estimated time—50 to 75 minutes 


(Answer any two questions in this group. 
If more are answered, only the first two 
will be considered.) 


Number 7 


You have been engaged to install a cost 
system for Martin Co. Your investigation 
of the manufacturing operations of the 
business discloses these facts: 

(1) The company makes a line of light- 
ing fixtures and lamps. The material cost 
of any particular item ranges from 15% to 
60% of total factory cost, depending on 
the kind of metal and fabric used in mak- 
ing it. 

(2) The business is subject to wide 
cyclical fluctuations since the sales volume 
follows new housing construction. 

(3) About 60% of the manufacturing is 
normally done in the first quarter of the 
year. 

(4) For the whole plant the wage rates 
range from $1.25 to $3.75 an hour. How- 
ever, within each of the eight individual 
departments, the spread between the high 
and low wage rate is less than 5%. 

(5) Each of the products made uses all 
eight of the manufacturing departments 
but not proportionately. 

(6) Within the individual manufactur- 
ing departments, factory overhead ranges 
from 30% to 80% of conversion cost. 

Based on the above information you are 
to prepare a statement or letter for the 
president of the company explaining 
whether in its cost system Martin Co. 
should use: 

a. A normal overhead rate or an actual 
overhead rate? 

b. An overall overhead rate or a depart- 
mental overhead rate? 

c. A method of factory overhead distri- 
bution based on: direct labor hours; direct 
labor cost; or prime cost? 
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Include the reasons supporting each of 
your three recommendations. 


Answer 7 
Dear Sir: 


Our investigation of the cost operations 
of the Martin Co. indicates clearly the 
relative superiority of a normal depart- 
mental overhead rate based on direct 
labor cost. 

Because of the wide seasonal and cyeli- 
cal fluctuations to which your operations 
are subject, and because of your large fixed 
overhead cost, only a normal overhead 
rate will yield satisfactory unit costs. An 
actual overhead rate would yield ab- 
normally high unit costs in periods of low 
production and unduly low unit costs in 
periods of high production. Neither of 
these cost extremes would be accurate or 
useful. The unit costs derived would have 
to be further analyzed to achieve compara- 
bility and provide management with useful 
information. Under a normal overhead 
rate the per unit overhead costs will tend 
to be uniform throughout the year. Both 
for pricing policy and for the determina- 
tion of cost of goods sold and of inventory 
values a cost based on a normal rate is 
highly preferable. 

The wide ranges among the departt- 
ments in the percentage ratios of overhead 
cost to conversion cost necessitate a de- 
partmental overhead rate. Under these 
conditions, an overall rate would not be 
accurate for any one of your departments. 
Even though all of your products do use all 
eight departments, the use is not in the 
same proportions for each product. There- 
fore, an overall rate would not even yield 
accurate total unit costs. 

Since wage rates are almost uniform 
within each department a departmental 
overhead rate based on direct labor costs 
would yield substantially the same result 


as one based on direct labor hours. Fur | 
thermore, the clerical cost would be lower } 
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because it would not be necessary to ac- 
cumulate the number of direct labor hours 
for each job order. 

The wide ranges among your products in 
the percentage ratios of material cost to 
total factory cost indicate that the over- 
head rate should not be based on prime 
cost. More expensive materials may re- 
quire either more—or less—factory facility 
costs than cheaper materials, and this dif- 
ference is best indicated by the relative 
amount of direct labor cost applied to each 
department. 

It is our recommendation, therefore, 
that a normal departmental overhead rate 
based on direct labor cost be incorporated 
in your cost system. 

Very truly yours, 


Number 8 (Answer fully any four of the fol- 
lowing five tax questions.) 

a. Your income tax client, Mr. A, sells 
property for $100,000. He has owned the 
property for many years. The purchaser 
paid your client $25,000 on delivery of the 
deed at April 1, 1956. The basis of the 
property sold was $50,000. An instalment 
payment of $7,500 was due on January 1, 
1957, under the terms of sale. On the 
morning of December 31, 1956, your client 
was tendered a check of $9,750 for the in- 
stalment payment and interest due the 
following day. The check dated December 
| 31 was drawn on the bank in which your 
client’s office was located. Your client 
phones you immediately for advice. What 
advice would you give your client? Ex- 
plain. 

b. This is the calendar year 1957. Your 
client, Mr. B, had capital losses of $26,000 
in 1952. In 1952 and in each year since 
then, he has had ordinary income of $5,000 
per year after his deductions and personal 
exemptions. He has had no further capital 
gains or losses. He has 300 shares of stock 
on which the present market price exceeds 
| his basis by $100 per share. This is the only 
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thing that he has available for quick sale, 
but he does not want to dispose of the 
stock. Discuss the tax problem here. 

c. Your client, Mr. C, and his attorney 
consult you about the tax aspects of Mr. 
C’s will. His gross estate, consisting en- 
tirely of separate property, would appar- 
ently amount to about $120,000 if he were 
to die this year. He has no debts. Both Mr. 
C and his wife are 65 years old. They have 
an adult married daughter who is 35 years 
old. The wife is named the sole beneficiary 
of the will. Discuss the tax problem in- 
volved here. 

d. On June 3, 1957 XY Corporation dis- 
tributed to its stockholders shares of stock 
in another corporation which cost XY 
Corporation $10,800. The stockholders 
immediately sold the stock they received 
for $120,000. At the end of 1957 the books 
of the corporation showed retained earn- 
ings available for dividends of $80,000 be- 
fore considering the above-mentioned divi- 
dend. No other dividends were paid in 
1957. 

(1) What entry or entries should be 
made by XY Corporation? State the ap- 
plicable general rule. 

(2) Jones owns 10% of the stock of XY 
Corporation which he acquired in 1952 for 
$20,000. How should he treat in his tax re- 
turn the proceeds ($12,000) from the sale 
of the stock which the XY Corporation 
distributed to him? State the applicable 
rules. 

e. Mr. E, your tax client, made a loan 
of $1,000 to a business friend during 1957. 
The friend was incapacitated permanently 
by an automobile accident in 1957, and his 
business became insolvent. At the end of 
the year 1957, there seemed no remote 
possibility that anything could ever be 
realized on the note. Mr. E’s income for 
the year consisted of a salary of $12,000, 
a long-term capital gain of $2,000 and 
dividends of $700 received from U. S. 
Steel. He paid no interest. Contributions 
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were $500. He lived in a state that levied 
no personal income tax. His other deduc- 
tions were negligible. Mr. E was single and 
had no dependents. On what net income 
was his tax computed? 


Answer 8 


a. The payment apparently includes 
interest at 4% which would amount to 
$2,250 on $75,000 for nine months. If the 
client were on an accrual basis, this would 
not affect the interest income to be re- 
ported for the year. If he were on the cash 
basis, acceptance of the check before the 
due date would cause interest income to be 
included in the year of receipt which would 
be taxable in a later year if collection was 
made on January 1. The chief consequence 
would be the elimination of the right of 
your client to report the income on an in- 
stalment basis since the total collected in 
the year of sale would be more than 30%. 
The loss of the instalment privilege could 
be very unfortunate. Although there 
might be an exceptional taxpayer who 
could anticipate such large incomes in 
future years that he would not wish to 
defer income, the average taxpayer would 
receive a benefit through spreading the in- 
come with a consequent reduction in the 
top tax brackets and overall tax. 

b. A capital loss carry-over of $20,000 
will not be available to Mr. B after 1957. 
Of an original capital loss of $26,000, 
$1,000 was used in 1952, the year of loss, to 
reduce ordinary income; $1,000 was 
claimed in each of the four years, 1953 
through 1956, and $1,000 can be used in 
1957. If it can be assumed that this stock 
is traded actively on the exchange, Mr. B 
can sell 200 of his 300 shares, thus re- 
ceiving a profit of about $20,000 subject to 
slight variations due to market changes 
and brokerage commissions. The gain on 
the sale will absorb the capital loss carry- 
over—at least approximately. Then the 
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stock can be repurchased on the nex 
trades since there is no required Waiting 
period after the realization of profits, The 
newly acquired stock will have an jp. 
creased basis of about $20,000 with a large 
resultant tax benefit, should Mr. B later 
decide to dispose of his stock. 

c. The marital deduction and the 
$60,000 exemption will eliminate all Fed. 
eral estate tax if Mrs. C survives her 
husband. In the next transfer, though, 
assuming that Mrs. C does not remany, 
there will be no marital deduction. This 
problem could be corrected through leay- 
ing half of the estate to the daughter in the 
will. Also, a possibility would be to create 
a life estate for the wife with the remainder 
interest to the daughter upon death of the 
wife. Both transfers would thus be non- 
taxable assuming that both the method of 
tax computation and the size of the estate 
remain unchanged over the intervals of 
time. 

If the husband should be the survivor, 
the loss of his wife would cut off his marital 
exemption. Although the necessity for es- 
tate planning may not seem as urgent in 
estates of this size as in those much larger, 
there could be a good opportunity here for 
profitable planning through the maximum 
non-taxable gift to the wife—or at least 


gifts of some amounts—which could be in | 
turn left by the wife to her daughter | 


through her will. 
d. (1) XY Coporation should make the 
following entry for the dividend: 


The applicable general rule is that a dis- 
tribution of property other than cash 
(stocks of another corporation in this case) 
by a corporation decreases earnings and 
profits available for dividends by the 


amount of the basis of the distributed | 


property. This rule applies whether the 
property has appreciated or depreciated in 
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value. In this case, the basis of the prop- 
arty is the cost of $10,800 and this amount 
should be charged to retained earnings. 
This entry also properly reflects the trans- 
action under general accounting rules. 

(2) Jones should include 8/12 ($80,000 
/120,000) of the proceeds, or $8,000, in his 
tax return as dividend income. The re- 
maining $4,000 should be applied as an 
adjustment of the basis of his investment 
in the stock of XY Corporation giving it 
an adjusted basis of $16,000. 

The applicable rules are, first, that the 
amount of a distribution of the stock of 
another corporation is the fair market 
value of the stock at the date of distribu- 
tion. Second, that the portion of the distri- 
bution which is a dividend shall be in- 
cluded in gross income, and that portion 
which is not a dividend shall be applied 
against and reduce the adjusted basis of 
the stockholders’ investment in the stock 
of the corporation which made the distri- 
bution. Third, any distribution of property 
is made out of earnings and profits, to the 
extent thereof, in the amount of the fair 
market value of the distributed property; 
while the excess of such fair market value, 
if any, reduces the basis of the stock- 
holders’ investment in the stock of the 
distributing corporation. 

Long-term gains............ 


Less non-business bad debt 
which is treated as short- 


term capital gain......... 1,000 
$1,000 
4 of this is taxable................ 500 
Dividends—U. S. Steel. ..... $ 700 
Less amount excluded....... 50 $ 650 
Adjusted gross income............... $13,150 
Standard deduction—which is 
larger than actual................... 1,000 
$12,500 
Personal exemptions................. 600 
Income subject to tax............. $11,550 


Tax when computed will have th i it gi 
for dividend ines Pt 4 ave the special credit given 
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Number 9 

You are to criticize the following state- 
ment, considering mainly its function and 
content. (There are differences of opinion 
concerning the general form of such a 
statement and the terminology used. You 
need not concern yourself with these mat- 
ters in your criticism except where you 
believe them to be essential to the ac- 
complishment of the statement’s function.) 
Include in your discussion mention of 
specific items which the data supplied lead 
you to believe: (1) may have been omitted 
incorrectly from the statement, (2) should 
have been excluded from the statement. For 
each item which you mention, give your 
reason for inclusion or deletion and state 
how you would treat the item. You need 
not prepare a revised statement. (There 
are no arithmetic mistakes in the state- 
ment.) (The statement is shown on the 
following page.) 


Answer 9 

1. The statement is not dated—does not show the 
period of time involved. 

2. The statement is not organized, either in form 
or content, to achieve its stated objective 
which is to show the causes of the net change 
in working capital. It doesn’t even show what 
the net change is. The working capital items 
(the current assets and current liabilities) 
should appear on a separate schedule which 
would show the change in each item and the 
resultant net change in working capital. This 
final figure should appear on the primary 
statement in a single amount—as a balancing 
item in a “balance” form statement, or as a 
final result in an “‘account” form statement. 
This is the amount which the primary state- 
ment is designed to “explain.” 

3. In statements reflecting changes totaling over 
$240,000, the $20 charge in postal stamps is 
not likely to be material in the supporting 
schedule; it should be combined with some 
other item, probably prepaid expense. It is 
possible, of course, that the opening and closing 
balances are material. 

4. An inspection of this statement leads to the 
conclusion that it was probably prepared from 
comparative balance sheets and perhaps the 
statement of changes in retained earnings. It 


| 

| 


Statement Showing Causes of Net 


Funds were obtained from: 
Operations (net income transferred to retained earnings) 
Current assets used up in year’s operations: 


Increase in common stock standing... 
Increase in capital surplus.......... 


Funds were applied to: 
Payments of cash dividends................. i 
Declaration of stock dividends (not yet issued)... .. 
Investment in addition to: 
Accounts 
Notes receivable—trade......... 
Marketable securities............ 
Cash surrender value of life insurance. . 
Fixed assets (net increase)............. 


Payments of serial-bond maturities. . . 
Reduction in current liabilities... . 


fails to reflect certain additional information 
which could undoubtedly have been obtained 


plementary data. An analysis of this additional 
information would provide the basis for making 
two kinds of “adjustments” which make pos- 
sible a more accurate determination and a 
clearer presentation of the causes of changes 
in working capital. 

a. Net income as it appears on the financial 
reports is not an accurate reflection of net 
income as a source of funds. Certain items 
included in gross income may mot result 
in increased working capital; more likely 
certain items deducted in determining net 
income may not actually reduce working 
capital. If such items are material, net 
income should be “adjusted” to reflect 
only transactions which do affect working 
capital. 

b. “Non-fund” transactions (those which 
have no effect on working capital) other 
than those affecting income and expense 
should be eliminated. 


ments should be made: 


1. Since depreciation on fixed assets is a “non- 
fund” deduction from net income, it should 
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ENAK MANUFACTURING CO., INC. 


Change in Working Capital 


$ 33,427.73 
20.00 33,447.73 
20,000.00 30,000.09 
$242,448. 85 
$ 35,442.00 
27,400.00 
2,500.00 
101,442.21 
10,440.00 
1,141.25 
15,142.50 
20,000.00 
2,452.03 163,122.42 
10,000.00 
$242,448.85 


be added back to ‘‘net income as a source of 
funds.” 


from the income statement and available sup- 2. If amortization on patents has been charged to 


income, it should be treated like depreciation 
in 1 above. 


3. The “‘net increase in fixed assets”’ is almost cer- 


tainly the net result of a number of “plus” and 
“minus” factors for each of which there should 
be shown separately its own effect on working 
capital. There may be included in this single 
item: 

a. Depreciation—to be treated as explained 
above. 

b. The cost of additional fixed assets—which 
should appear as a “use” of funds. 

c. The undepreciated balance of fixed assets 
retired or otherwise disposed of during 
the period. It is possible that loss or gain 
on these transactions is reflected in net 
income. If so, an adjustment should be 
made (1) to relieve “net income as 4 
source of funds” from these charges or 
credits, and (2) to reflect in a single 
amount, as a source of “funds,”’ the net 
proceeds from disposal of fixed assets. 


It would appear that the following adjust- 4. The effects on net income of material amounts 


of bond discount or bond premium amortized 
during the period should be eliminated by ad- 
justment, for these are “‘non-fund” transac 
tions. 
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5, One possible explanation of the item “‘Declara- 
tion of stock dividends (not yet issued)” as a 
use of funds is that in a prior year there was 
recognized a “liability” for stock dividends 
and that this “liability” was ‘“‘cancelled” in the 
current year by the declaration of the stock 
dividends. This is hardly accepted accounting 
practice, since there never has been a “liability” 
to be satisfied out oi assets. The declaration 
should not appear on the primary statement as 
a use of working capital, and neither the recog- 
nition of the “liability” in a prior period nor 
the declaration of stock dividends in the cur- 
rent period should be reflected in the computa- 


tion of the net change in working capital in the 
supplementary schedule. 


. The “increase in capital surplus” of $20,000 


probably represents an amount over the $10,000 
par or stated value received on the sale of the 
capital stock. If this be so, it hardly need be 
shown separately. Proper reflection of the 
transaction could be “Proceeds from the sale 
of common stock, $30,000.” On the other hand, 
if the $20,000 increase in capital surplus has 
arisen from the write-up of patents—which 
also increased $20,000 during the period—both 
increases should be eliminated from the state- 
ment; a write-up is a “non-fund” transaction 


6 

) 001.12 
447.73 
), 000.00 
448.85 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


(Eprror’s Nore: Readers of this section are urged to send items eligible for inclusion in these columns to E. Burl 
Austin, Oklahoma State University, College of Business, Stillwater, Oklahoma. At intervals a routine request is 
mailed asking for this information, but readers need not wait for these communications.) 


CALIFORNIA 
Claremont Men’s College 


GEORGE Grss has been elected to the Board 
of Examiners of the American Institute of CPAs 
for a term of three years. GrBBs continues his 
membership on the California State Board of Ac- 
countancy. 


Los Angeles State College 


J. C. Ray, formerly of the University of Tulsa, 
has joined the staff as assistant professor. 

E. I. Fyetp of City College of New York is 
serving as visiting professor. 


University of Southern California 


W. B. MEtcs is on sabbatical leave for this 
year teaching and writing in Turin, Italy. 

R. L. WILLIAMSON is serving as acting head of 
the department. 

Joun A. BLacksBurNn has been appointed in- 
structor. 


ILLINOIS 
Loyola University 


ALEXANDER EULENBERG is serving on the 
Committee on Professional Ethics of the Illinois 
Society of CPAs. 

Rosert A. MEIER is serving on the Committee 
on Education and Training. 

ARNOLD N. ScHorn is serving on the Survey 
Committee. 

RicHARD KusEK received his CPA certificate 
in Illinois last October, and RoBert A. MEIER 
received his Ph.D. degree in August. 


Northwestern University 


Erwin E, NEmMMERS, formerly of the Univer- 
sity of Wisconsin, has been appointed associate 
professor in the Graduate School of Business Ad- 
ministration. 

The members of the accounting department 
met with partners and managers of Arthur 
Andersen & Co. at a dinner meeting in January 
to discuss matters of common interest to educa- 
tors and practitioners. 
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LOUISIANA 
Louisiana State University 


The Fifth Annual High-Speed Computer Con- 
ference was held on the campus in February. 


NEW YORK 
City College of New York 


New appointments include Morton Damesex 
to the rank of fellow, and JENNIE M. PALEN as 
instructor in the evening division. 

STANLEY B. Tunick has been re-elected toa 
three-year term as chairman of the Department 
of Accounting. Tunick has delivered talks re- 
cently before students and parents in various high 
schools explaining opportunities in accounting. 


Long Island University—T he Brooklyn Center 


Oscar J. SUFRIN is on leave to serve in public 
accounting practice. 

H. DworeEtsky is serving on the Com- 
mittee on Chapter Expansion with the New York 
State Society of CPAs. 

Max Btockx, of Anchin, Block & Anchin, was 
selected as the Honored Fellow in accounting for 
1958. 


Long Island University—C. W. Post College 


CuaRLES H. Zwicker has been appointed 
lecturer in accounting. 

The college is now for the first time offering a 
major in accounting. 


New York University 


Bruce FutuHey has been appointed to mem- 
bership on the committees on Education-Personnel 
and Governmental Accounting of the New York 
Society of CPAs. 


NORTH DAKOTA 
University of North Dakota 


James D. Wricur has resigned to accept 4 
position with United States Steel. 

KENNETH YRI resigned to go into private 
business. 

CorNELIUS WHALEN resigned to go with 
Arthur Andersen & Co. 
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New appointments include RoBert E. Boces 
and GARRY PEARSON. 

R. D. KoppENHAVER was re-elected Secretary- 
Treasurer of the North Dakota Society of CPAs. 

Lupwik Kutas has been promoted to the rank 
of associate professor. 

Tuomas J. CLirForp recently gave a talk on 
regulatory legislation at the annual meeting of 
the North Dakota Society of CPAs. 

DonaLD Forp was appointed faculty vice- 
president of Beta Alpha Psi. 


OHIO 
The Ohio State University 


Paut L. NoBte has been appointed assistant 
comptroller of the university. NoBLE addressed 
the Columbus Control of the Controllers Institute 
of America in September on the subject of high- 
way finance and participated in a seminar on 
highway management at Cornell University. 

W. B. Jencks spoke before the Toledo Chapter 
of the Institute of Internal Auditors in September. 
Jencks was recently elected national president of 
Beta Alpha Psi. 


Association Notes 
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DANIEL SHONTING spoke before the Central 
Ohio Association for Computing Machinery in 
October. 


OKLAHOMA 
Oklahoma State University 


The university was host in November to the 
Universities of the Southwest Computing Center 
Conference. Speakers included Frep and 
W. L. Zroerman from the College of Business. 


RHODE ISLAND 
University of Rhode Island 


GrorcE W. LEEs was awarded the degree of 
Doctor of Philosophy at the June Commencement 
of the University of Connecticut. 


WEST VIRGINIA 
West Virginia University 


The annual meeting of the West Virginia Tax 
Institute was held in December in Charleston, 
West Virginia with cosponsorship of the West 
Virginia State Bar. 


| 
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Accounting 
BENNETT, Standard Costs, How They Serve Modern Management... 
THE COMMITTEE ON ACCOUNTING AND AUDITING RESEARCH OF THE 
CANADIAN INSTITUTE OF CHARTERED ACCOUNTANTS, Accounting 
Jones, Effects of Price Level Changes on : Business Income, Capital and 
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TURNBULL, WILLIAMS AND CHEIT, Economic and Social Security: Pub- 
lic and Private Measures against Economic Insecurity.......... 


General 


REEDER, An Approach to Executive Controls Through Programming 
ASSOCIATION OF UNIVERSITY BuREAUS OF BUSINESS AND ECONOMIC 
RESEARCH, Index of Publications of Bureaus of Business and Eco- 


Statistics 


McCarty, Introduction to Statistical Reasoning. . 
TRUEBLOOD AND CYERT, Sampling Techniques in Accounting 7 ee 


Taxes 


HARNETT, Taxation of Life Insurance................ 
Manon, Epitor, Working with the Revenue Code—1957 
TAUBMAN, The Joint Venture and Tax Classification. . 
WILLIs, Handbook of Partnership Taxation... . 
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Accounting 


Cunton W. BENNETT, Standard Costs, How They Serve 
Modern Management (Englewood Cliffs, New Jersey: 
Prentice-Hall, Inc., 1957, pp. xx, 515, $10.65). 


This book may be usefully characterized in several 
ways. It is evidently a summary of the experience and 
conclusions of a man who has long been a successful 
C.P.A. and a management engineer; it is a treatise on 
standard costs and good ina.istrial management in 
which the two are looked upon as indispensable counter- 
parts; and its material is presented from the viewpoint 
of the diagnoses and procedures of an industrial man- 
agement consultant. It is a long book if one thinks of the 
usual treatment of standard costs for comparison. 

The long experience is reflected in many quotations 
from pioneers and authorities in the fields of accounting 
and management, going back to Frederick W. Taylor, 
and in the many case illustrations drawn from practice. 
The integration of the discussion of standard costs and 
management principles is maintained throughout the 
book. Even when chapter headings refer only to one or 
the other—as “Organizing the Business for Effective 
Controls” or “Developing the Cost Formula’”’—the dis- 
cussion maintains constant reference to the other. The 
organization from the viewpoint of a consultant may be 
seen in the following selected chapter titles (presented 
in numerical order but omitting 12 of the 19 chapters): 
Determining the Requirements of the Company; Setting 
up the Order and Planning System; Building the Ac- 
counting Structure; Determining the Standards; De- 
veloping Current Cost Information; Cost Variances; 
Statements and Reports. Many forms, reports and 
statements are illustrated. 

The two concluding chapters present (1) questions on 
each chapter and (2) two or three problems for each 
chapter. The author visualizes the book as a help to in- 
dustrial executives, industrial accountants and engi- 
neers, consultants and students. Presumably the ques- 
tions and problems are for students. In the opinion of 
this reviewer, the book will be most useful to students 
of accounting as a reference book or source of readings 
and not as a regular course text. It should serve the 
same function well in the course in advanced cost ac- 
counting or controllership, and will be similarly useful 
in courses in production management and industrial 
engineering. 

If the author ever considers a revised edition, two 
matters are recommended to his attention. First, the 
chapter on cost variances might illustrate variance 
analysis more completely and explicitly so that a student 
could see all the specific computations; and notice could 
be taken here of the “joint product” or “combined ef- 
fect” that appears in an adequately rational two-fold 
analysis (a subject that has received some attention 
elsewhere in recent years). Second, notice might be 
taken of the vigorous development of mathematica! 
analysis of business problems that has appeared lately 
and is known as “operations analysis,” at least suf- 
ficiently to indicate any relationships to and impact 
upon the use of standard costs as a management tool. 

LAWRENCE L,. VANCE 
Ag Professor of Accounting 
University of California, Berkeley 


Tue COMMITTEE ON ACCOUNTING AND AuDITING RE- 
SEARCH OF THE CANADIAN INSTITUTE OF CHARTERED 
Accountants, Accounting Terminology (Toronto: 
The Canadian Institute of Chartered Accountants, 
1957, pp. iv, 77, $2.50). 


The foundation of this study was laid by an earlier 
committee which published a list of terms in 1938 as 
Accounting Terminology for Canadian Practice. Over a 
twenty year period considerable material was accumu- 
lated by successive committees. The present Committee 
on Accounting and Auditing Research made the final 
revisions for publication. It is stated in the foreword 
that it is not the purpose of Accounting Terminology to 
direct the profession in the use of words, but “to define 
and explain the words and phrases which through con- 
tinued use have become an accepted part of the language 
of accountancy.” It is noted in the preface that “care 
has been taken to eliminate words and phrases that may 
lack any special importance in matters of accounting.” 
The number of terms defined is 517. 

While the scope of the book is thus limited, the basis 
for selection of terms is not stated except negatively in 
that it is said that it is not a list of business terms and 
that it is not a dictionary of “business English.’’ It is 
remarked that the list includes items used in financial 
statements; however, all such items are mot included. A 
notable omission is that important link between the 
balance sheet and income statement—the surplus state- 
ment. Footnotes and notes to financial statements are 
not listed. Among other omitted terms in accounting 
use are option and stock option plan. 

The reader would have been aided if there had been 
consistent cross-referencing of terms used in explana- 
tions or definitions. For example, “revenue expenditure. 
Expense.” (p. 63) would be more satisfactory if shown 
as “revenue expenditure. Same as expense.” Similarly 
duplication of definitions could have been avoided (cf. 
hidden reserve, p. 35, inner reserve p. 37) secret reserve 
p. 65). The cross-referencing attempted is incomplete 
(cf. betterment p. 11, and improvement p. 335), sometimes 
with the use of quotation marks rather than heavy type, 
but with no indication of their significance. 

The following examples indicate that there is room 
for improvement in the content of some of the defini- 
tions. Mark-down is said to be “a realized reduction 
from the previously recorded selling price’’ (p. 43). Such 
a reduction may occur on price tags before sale or reali- 
zation. Private company is defined as one classified as 
such by virtue of the Act under which the company was 
incorporated. The specific use of the term in Canada 
should have been amplified since a second definition 
(“popular usage”) is given. Retail inventory method is 
explained as a method of measurement and valuation, 
with no reference to its role as a method of control. 

Regardless of some deficiencies in inclusion, form, 
and content, the book does provide a useful collection 
of terms in accounting use in Canada. The clarity, con- 
ciseness, and preciseness of most of the definitions, as 
well as the compact nature of the book should give the 
student, as well as the practising accountant, a useful 
guide to accounting terms. It is stated in the foreword 
that the responsibility of the members of the accounting 
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profession is to see that the language of accountancy 
remains a living one. The publication should be helpful 
in the discharge of this obligation. 
GrBert R. Horne 
Professor of Business Administration 
Assumption University of Windsor 


Ratpu CouGHENOuR Jones, Effects of Price Level 
Changes on Business Income, Capital, and Taxes 
(Columbus: American Accounting Association, 1956, 
pp. xvi, 199, cloth $4.00, paper $3.25). 

Professor Ralph C. Jones, Yale University, has put 
together another very stimulating volume of discussion, 
mathematical formulas, and charts concerning the ef- 
fects of inflation upon business earnings and capital. As 
the final volume of three price-level publications by the 
American Accounting Association, it covers many dif- 
ficult and advanced topics that, for students, should be 
preceded by at least a careful reading of Perry Mason’s 
small volume on Price Level Adjustments—Basic Con- 
cepts and Methods. 

The general mathematical formulation of the effects 
of the “force of inflation’’ (supported by eighteen excel- 
lent charts) is probably the outstanding contribution of 
the book. The purpose of the formulas is “to eliminate 
the extraneous and accidental factors that affect par- 
ticular companies. . . . The usefulness of the formulas 
lies more in fundamental research than in practical ap- 
plications to particular cases.’’ (p. 57) A strong case is 
made for the use of a general index of purchasing power 
(Appendix A), and throughout the book the compara- 
tive study of real and book rates of return depends upon 
the stabilization of historical cost data in terms of 
general purchasing power. 

The impact of inflation, at some continuous or annual 
rate of rise, is first studied in its effects upon monetary 
and quasi-monetary assets. It is observed that plant 
properties of many utilities fall roughly into this cate- 
gory of fixed dollar items as a result of regulatory 
limitations on the rate of book earnings. A general 
formula, R=r— >, states that the real rate of return for 
many monetary investments is equal to the book rate 
of return less the rate of inflation. To illustrate, inflation 
at 2% per year takes a 50% “bite” out of the return on 
a 4% bond, not to mention the enormous tax “bite” 
that would come first in many cases. 

Depreciation deficiencies resulting from unadjusted 
depreciation charges are calculated for a wide variety 
of conditions. A 30% deficiency in total depreciation 
results, for example, from the application of unadjusted 
straight-line depreciation on a 15-year asset if the price 
level is rising 5% per year—a rate approximating the 
average change in general prices from 1940 to 1952. It 
is pointed out that an accelerated formula of deprecia- 
tion will lessen the deficiency to some extent under the 
condition of chronic inflation. In other words, the likeli- 
hood of further inflation can be advanced as a general 
factor to support reducing-charge methods of deprecia- 
tion as long as price-level adjustments are not accept- 
able. 

Depreciable assets are examined at length in mathe- 
matical terms for a better understanding of the gap 
between book and real rates of earnings. The rate of 
expansion of the book investment in depreciable assets 
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is found to have only a moderate effect. For example, 
as compared to 6 per cent book earnings, “when the 
price level is rising 4 per cent a year, a rate which js 
double the long-term trend but much less than that of 
the forties and early fifties, the earning rate on real 
investment is a little less than 1 per cent for a company 
expanding at the rate of 2 per cent a year and a trace 
over 3 per cent for one expanding five times as fast,” 
(p. 62) It should be noted that these are continuing 
rates of expansion and inflation. Other factors such as 
service life and salvage value were found to have negligi- 
ble effect upon the adjusted rates of earnings in most 
circumstances. Income taxes, on the other hand, have 
an extremely serious effect when combined with erosion 
of the currency. “‘With an expansion rate of 2 per cent 
and a nominal earning rate of 6 per cent, a 50 per cent 
tax constitutes a 60 per cent levy on real income, when 
the price level is rising at an annual rate of 2 per cent, 
an 83 per cent levy when the rate of price level rise is 
4 per cent, and a 184 per cent levy when the rate of 
price level rise is 6 per cent.” (p. 72). 

One of the limiting features of this study of depreci- 
able assets is the assumption that these assets yield a 
constant rate of dollar income over their service lives, 
regardless of the assumption that the general price level 
is constantly rising. The limitation is recognized; but 
little is done about it. We appear to be reading about a 
situation in which service prices are rising with the ex- 
ception of those being studied. It would seem unusual 
to base the large part of this discussion on the assump- 
tion of continuously declining real productivity of de- 
preciable plant assets, especially at rates equal to the 
rates of inflation being considered. Professor Jones 
replies that “it would be a mistake to assume, however, 
that the annual service values of depreciating assets do 
regularly rise enough to compensate for declines in the 
value of the dollar because the prices of many goods and 
services are held down by laws, regulations, customs, 
public opinion, or simple inertia.” (p. 107) Dire results 
can be expected wherever book earnings remain con- 
stant in the face of continuous inflation; on the other 
hand, being long on plant assets at the start of an infla- 
tionary span of years is apt to be a very favorable state 
of affairs. It is noted, for example, that where a firm’s 
depreciable assets maintain their productivity during an 
inflationary period, a 50 per cent income tax becomes 
“only 64.5 per cent, even when the price level is rising @ 
the rate of 8 per cent a year.’ (p. 72, italics added) 

What suggestions for financial reporting are made? 
A very sensible proposal with respect to supplementary 
disclosure is that all charts in unadjusted dollar amounts 
include an additional line for the purpose of indicating 
amounts and trends in uniform dollars. “This bow in the 
direction of conservatism would cost management noth- 
ing, for the record in dollar terms would stil] remain, and 
in some possible future period of adversity it might be 
convenient to have an established procedure which 
would then show that declines, shrinkages, and losses 
were in reality not nearly as bad as superficial appeat- 
ances might indicate.” (p. 146) An enlightening chart 
would be one showing “‘(1) net book income before in- 
come taxes, (2) the excess of capital exhaustion costs 
in uniform dollars over book charges, (3) net real income 
available for income taxes, interest, and dividends, and 


= 


§ 


(4) th 
inves' 
Jon 
of un 
ing 
are p 


i=] 


Book Reviews 343 


(4) the distribution of that income to government and 
investors... (p. 147) 

ones would, of course, include depreciation in terms 
of uniform dollars in determining net income. Consider- 
ing the fact that ‘‘prevailing concepts of business income 
are predominantly legal or monetary,” he visualizes an 
income statement in which the extra depreciation during 
inflationary periods is added back near the bottom of 
the statement, so that earnings on the conventional 
basis may appear, and then is transferred to a separate 
capital account before the remainder is credited to re- 
tained earnings. On a controversial point it is said that 
due to “uncertainty about future price level changes, 


it seems desirable . . . to exclude from net income all 
purchasing power gains and losses on monetary items.” 
(p. 18) 


The book is not without a recommended change in 
income-tax regulations. As an alternative to the simple 
adjustment of depreciation charges on the basis of 
price-level changes, a “more effective approach”’ is sug- 
gested to the effect “that the Internal Revenue Code be 
changed to permit taxpayers in any year to exclude from 
taxable income either the real depreciation deficiencies 
on assets retired or the excess of gross plant expendi- 
tures over depreciation charges for the year—whichever 
is smaller.” (p. 162) The depreciation deficiency would 
be computed by converting original cost and accumu- 
lated depreciation to retirement-year dollars; or, to 
compensate for the deferment of this deduction to re- 
tirement date, it is proposed that accumulated deprecia- 
tion not be adjusted. 

This volume is full of interesting material—a good 
part of which it has not been possible to refer or allude 
to in the short space of a review. It is possible that the 
discussion in terms of rates of earnings may not strongly 
appeal to some self-styled ‘‘practical” accountants 
whose major concern in the area of income determina- 
tion seems to be the amount of income and the require- 
ments of the income-tax return. The discussion in this 
book is a continual reminder that the determination of 
the rate of profits—not simply the amount of net profit 
without regard to balance-sheet values—is of major con- 
cern in financial reporting. 

WENDELL P. TRUMBULL 
Professor of Accounting 

Lehigh University 
Exic L. Konter, A Dictionary for Accountanis, 2nd 

Edition (Englewood Clifis, New Jersey: Prentice- 

Hall, Inc., 1957, pp. ix, 516, $7.50). 


In the preface of the first edition of this dictionary, 
which was published in 1952 and which the present 
reviewer had the privilege of reviewing for this maga- 
zine, the author said: 

“The first edition is a tentative one. The ideas of 
many individuals are embodied and often their 
language; in numerous instances what appears in 
connection with certain terms is frankly experi- 
mental. The book will be rightly criticized for its 
shortcomings as well as for its sins of commission. 
The author invites from dissidents and other critics 
specific suggestions for changes, and illustrations of 
other usages or terms that have come to their atten- 
tion, thus permitting within the not too distant 


future the preparation of a revised and extended 

edition. An in-process production, and this book 

pretends to no more than that, has seemed to be the 
most practicable method of eliciting such responses.”’ 

This second edition is the promised revised and 
extended edition. 

The review of the first edition contained the following 
statement: 

“This dictionary is an astounding piece of work. 
Any one who has had the experience of attempting 
to formulate even one precise, concise, and yet com- 
prehensive definition knows how exacting a task it is. 
But 2,275 terms!” 

The second edition contains definitions of 2,534 
terms. Mr. Kohler says in the preface to this edition: 

“As compared with the first edition, 259 more 
terms are included. Some of the additions are items 
overlooked, others are explanations of terms used in 
existing definitions that seemed to demand further 
clarification, and others reflect ideas that have 
emerged during the past few years. In addition, 
several hundred definitions have been recast or sub- 
stantially modified.” 

To those who are not familiar with the original edi- 
tion, it may be helpful to quote again from the review of 
that edition: 

“With respect to the scope of the dictionary, it 
should be observed that Mr. Kohler calls it A Dic- 
tionary for Accountants—not A Dictionary of Ac- 
counting Terms. The latter title would be inappro- 
priate for a dictionary so largely devoted to the 
definition of terms drawn from ‘source fields’ with 
which accountants, perhaps unfortunately, are rather 
generally unfamiliar. The chosen title finds its appro- 
priateness in the implication that accountants might 
be benefited if their working vocabulary included 
such terms as abscissa, backwardation, chart of at- 
tributes, double sampling, extrapolation, regressive 
tax, secular trend, upset price, and zone system of 
pricing.” 

The extent of the fields over which the dictionary 
ranges is excellently indicated by the following abridged 
(by omission of examples) quotation from the preface of 
the new edition: 

Common English words with which narrower, 

technical meanings are now associated....... 157 


S ized terms growing out of basic concepts 

and having particular applications........... 903 
Terms employed in governmental accounting 105 
Legal terms in constant use by accountants..... 269 
Terms common to accounting and the financial 

Terms associated primarily with tax laws...... 70 
Terms common to the newly developed field of 

statistical quality control................... 38 
Terms borrowed from the economist........... 41 


Many of the definitions have been revised to make 
them more precise and more comprehensive. The follow- 
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ing definitions of marginal income are cited as a brief 
illustration: 

First edition: The difference between sales revenue 
and variable costs; marginal balance. 

Second edition: The excess of sales revenues over re- 
lated direct costs; the contribution(s) of revenues to 
fixed costs and profit; see gross profit; gross margin; 
contribution theory. 

In preparation of the original and revised editions of 
his dictionary, Mr. Kohler has undertaken a task of a 
magnitude and importance that cannot be appreciated 
without seeing the volumes; and he has accomplished 
the task with a scholarly skill which, in all probability, 
few other members of the accounting profession possess. 

H. A. FINNEY 

Orlando, Florida 


Norman J. LENHART AND L. DEFLiEsE, Mont- 
gomery’s Auditing, Eighth Edition (New York: 
Ronald Press Company, 1957, pp. ix, 766; Price 
$10.00). 


Those familiar with earlier editions might well com- 
mence their reading of the eighth edition of this out- 
standing book at Chapter 5—Internal Control. Here the 
authors discuss their division of internal control, as 
defined by the AICPA Auditing Procedure Committee, 
into three parts. Their concept of divisibility, the need 
for it, and its effect upon extent of audit tests is, doubt- 
less, the most significant feature of the eighth edition. 
There are few chapters lacking discussion of some or all 
of these points. Further comments on this aspect of the 
book are postponed for later in this review so that other 
interesting features will not be overlooked. 

Between publication of the seventh edition, in 1949, 
and the current edition, the AICPA Committee on 
Auditing Procedure issued statements on post balance 
sheet events and on reporting use of ‘‘other procedures.”’ 
The AICPA Committee on Accounting Procedure 
issued a number of bulletins (including the restatement 
and revision contained in Bulletin 43) through Bulletin 
48 concerning business combinations. Problems giving 
rise to and posed by all of these are dealt with com- 
prehensively. 

Practitioners currently surveying their reporting 
practices in relation to recent Auditing Procedure State- 
ment 27 will find interesting the authors’ views on the 
author’s responsibility for data in his report supplemen- 
tary to the principal financial statements, even though 
publication preceded issuance of that statement. 

The new edition incorporates the previously em- 
ployed and very convenient format of covering each of 
the major account groupings under four sections: ac- 
counting principles, internal control, auditing proce- 
dures, and statement presentation. In this format, com- 
prehensive coverage of problems ordinarily encountered 
in the usual examination leading to expression of opinion 
on financial statements makes this edition, as earlier 
editions, most convenient and informative either as a 
text or as a reference book for teachers, students, and 
practitioners alike. 

In keeping with the contemporary trend in profes- 
sional practice, a chapter has been added concerning 
management services. There are listed, with brief but 


informative discussion, the many areas in which the 
authors believe the independent public accountant may 
render valuable service in an advisory capacity. Those 
concerned that some recent writings may have 
gested extension of services to areas not within the 
independent public accountant’s competence will take 
comfort, this reviewer feels, in the sound and realistic 
scope of services to which the authors confine their dis. 
cussion. At the same time, there is no belaboring of this 
obvious consideration. 

A chapter has also been added on taxes, with princi 
emphasis on Federal income taxes. Addressed to the 
auditor rather than the tax accountant, the material js 
gathered under the four sub-sections above indicated. 
The discussion of allocation of income taxes recites the 
conclusions of the Accounting Procedure Committee 
on this subject as expressed in Bulletin 43, Chapter 10, 
Section B, and Chapter 9, Section C. No comments are 
offered by the authors, however, that would appear 
helpful in applying the tax allocation principle in actual 
practice. 

The entire chapter on qualifications for and responsi- 
bilities of certified public accountants is worth frequent 
rereading. Thoughtful mention is made of the impor- 
tance of education and training for the profession, in- 
cluding mention of the recent report of the Commission 
on Standards of Education and Experience for Certified 
Public Accountants. The new edition contains the Rules 
of Professional Conduct of the American Institute. 

The chapter on procedure under the Federal securities 
acts has been somewhat expanded and rearranged. The 
material, prepared by Mr. Louis Rappaport, a partner 
of the authors, affords a comprehensive introduction to 
problems of SEC engagements. In problems arising in 
actual practice, however, most practitioners will proba- 
bly wish to refer also to a recently published book on 
the same subject authored by Mr. Rappaport. 

The authors’ concept of the divisibility of internal 
control doubtless developed, in part at least, from their 
desire to distinguish and separate those audit procedures 
designed to give assurance of fair presentation of finan- 
cial statements, from those employed solely or primarily 
in recognition of the possible existence of fraud or other 
irregularities. In view of the limits on responsibility of 
the independent public accountant for the detection of 
fraud, espoused by the AICPA and of course by many 
others, including the authors, the mentioned distinction 
is undertaken in order to identify procedures which, the 
authors state, are not necessary to discharge the audi- 
tor’s responsibility and which may not be desired by the 
client. 

Internal control as defined by the AICPA Committee 
on Auditing Procedure is divided by the authors into 
internal administrative control, internal accounting 
control, and internal check. 

Internal administrative control is described as “the 
plan of organization and all of the coordinate methods 
and measures adopted within a business . . . to promote 
operational efficiency and encourage adherence to pre- 
scribed managerial policies.” Such controls are further 
distinguished “because they originate in and are usually 
conducted by operating departments other than 
financial or accounting.’’ A very few examples are given. 
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Internal administrative control is not further discussed 
either in the chapters dealing with auditing procedures 
or in the internal control questionnaire presented in the 

dix. The authors state that the auditor is not re- 
sponsible for making review and evaluation of internal 
administrative controls. 

Internal accounting controls are described as those 
“ehich are designed to bring about accurate and suita- 
ble recording and summarization of authorized financial 
transactions.’’ These are stated as being “‘of prime 
interest to the independent auditor who is to report on 
the fairness of financial statements.” 

Internal checks are described as those “accounting 
procedures or statistical, physical, or other controls 
which safeguard assets against defalcations or other 
similar irregularities.’? The authors further state that, 
although the auditor ‘“‘makes somewhat the same in- 
vestigation and evaluation of internal check as he does 
of internal accounting control, it does not follow that 
he must extend his audit program in the same manner 
or to the same extent that might be appropriate if the 
revealed weaknesses were those of internal accounting 
control.” 

The following comments on the questionnaire on in- 
ternal control presented in the appendix might be help- 
ful to the reader’s further understanding of the authors’ 
distinction between internal accounting control and in- 
ternal check. Each appropriate section of the question- 
naire has one sub-section covering internal accounting 
control and a related sub-section covering internal 
check. The questions in each related section pertain 
largely to the same procedures. The former inquire into 
whether particular procedures are followed, and the 
latter inquire into whether the procedures are applied 
by persons having no incompatible function. Questions 
under internal check which relate solely to segregation 
of duties number 117 of a total of 145; counting sub- 
sidiary questions they number 336 of a total of 383. 

The authors conclude that if internal accounting 
control is good, and if no employee dishonesty exist, 
financial statements derived therefrom can be relied 
upon as furnishing a fair presentation. This conclusion 
seems to be fundamental in the entire application of the 
authors’ concept of the divisibility of internal control. 
One might well consider whether there may be factors, 
other than potential employee dishonesty, that make de- 
sirable a separation of various “incompatible” duties 
in order to promote accurate recording and summarizing 
of financial data. Such factors are: desire not to reveal 
one’s own error for a number of reasons, pure oversight, 
tendency to check someone else’s work more closely than 
one’s own work, incompetence, laziness, and the like. 

It seems impracticable to adequately summarize the 
authors’ thinking on this important matter in sub- 
stantially fewer words than the authors required in their 
own exposition of the subject. Although the authors give 
few explicit guides to the application of their theory in 
the discussions of auditing procedures, one wishing to 
keep abreast of developments in this important area of 
auditing theory will wish to study carefully the ma- 
terial relating to internal control. In fact, it would seem 
dangerous for one to assume that he is up to date on 

auditing theory or practice without having general 
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familiarity with the entire contents of the book. 
The gratitude of the entire profession is owing to the 
authors for their work, so imposing in its scope and so 
well done. 
LAWRENCE M. WALSH 
Partner 
Haskins & Sells 
New York 


RESEARCH DEPARTMENT, AMERICAN INSTITUTE OF, 
CERTIFIED PuBLIC ACCOUNTANTS, Accounting Trends 
and Techniques, Eleventh Edition (New York: 
American Institute of Certified Public Accountants, 
1957, pp. vii, 257, $15.00). 


The Eleventh Annual Survey by the Research De- 
partment of the American Institute of Certified Public 
Accountants of a study of the accounting aspects of 
financial reports of 600 industrial companies to their 
stockholders has been released. The survey, as usual, 
presents numerous comparative tabulations which, as 
stated in the Preface, “‘ . . . show the current trends in 
corporate reports in such diverse accounting matters as 
various types of financial statements presented, their 
form and terminology, and the accounting treatment ac- 
corded the transactions and items reflected in the state- 
ments.” 

The annual presentation of this survey has proved to 
be very useful to financial officers, practicing account- 
ants, teachers and students. The American Institute is 
to be commended for this service. 


JSL 


Hirary H. Sax, Shortened C.P.A. Problems (Englewood 
Cliffs, New Jersey: Prentice-Hall, Inc., 1957, pp. xiii, 
303, $6.35). 


With the possible exception of the ever-hopeful 
C.P.A. candidate, the traditional C.P.A. problem book 
does little or nothing to stimulate the reader’s imagina- 
tion. In spite of the considerable amount of inspiration 
and creative work that has of necessity entered into the 
preparation of the several volumes available, the typical 
book appears most unimaginative and all evidence of 
the author’s inspiration usually lies well hidden in the 
maze of data and details incorporated into the page after 
page of problems. The compilers of these several books 
have all found it necessary to give much thought to such 
problems as the proper distribution of the problem 
material, the degree of difficulty necessary for best re- 
sults, the preparation of clear solutions, and the back- 
ground and ability of the intended audience—ail ques- 
tions being resolved in terms of the ultimate success of 
the candidate on the actual examination itself. Obvi- 
ously the merits of any such work rest entirely on to 
what extent this ultimate objective is attained. In re- 
solving certain of these questions it seems that the 
majority of writers have concluded that great length and 
extreme difficulty are essential features of any problem 
worthy of inclusion. E. L. Kohler in the preface to his 
Advanced Accounting Problems (Englewood Cliffs, New 
Jersey: Prentice-Hall, Inc., 1947) has prepared an excel- 
lent defense for the long and involved problem by point- 
ing out ‘that in actual practice, situations encountered 
are complex and many-pointed; and that the candi- 
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date’s ability to make a creditable showing in the face 
of a difficult situation is an important qualification for 
professional life.” The merits of this argument can 
hardly be questioned. Any problem book prepared with 
this philosophy in mind, however, envisions the typical 
candidate as a student well advanced in the art of ac- 
counting, lacking only in experience in handling com- 
plex situations. In all honesty the typical candidate 
should no doubt measure up to this qualification before 
attempting the examination. There are, however, many 
young accountants who have not yet reached this point 
and have need for a more basic review—a review in- 
volving a realignment of the basic points involved in 
the solutions of the great variety of problems that may 
be encountered on the C.P.A. examination. Shortened 
C.P.A. Problems has been prepared by Mr. Sax in 
recognition of this need. 

As stated in the preface, the purpose of his book is 
threefold and is as follows: 

“1. To enable the C.P.A. candidate to review more 
problems in a given period of time than is custom- 
arily possible now. 

2. To present a step-by-step procedure for working a 

large variety of different types of C.P.A. problems. 
This builds up an awareness for the need of out- 
lining the necessary steps to achieve the solutions. 

3. To build up confidence on the part of the candi- 

date. The shortened problems, in part, make this 
possible, because they enable the candidate to find 
his own weakness in theory and in procedure so 
much more quickly. The step-by-step procedure 
also adds to increased confidence, since the stu- 
dent will have firmly in mind a pattern of attack 
for most of the types of problems.” 

In meeting his first objective, the author has been 
very careful to preserve the flavor of the actual C.P.A. 
examination. The book consists of seventy-five prob- 
lems together with solutions all of which have been 
taken from C.P.A. examinations of recent years. The 
book derives its name from the first sixty-four of these 
which have been shortened. The arithmetic computa- 
tions have been simplified considerably and round 
numbers substituted where possible. Through the use of 
these techniques the key points involved in each prob- 
lem are highlighted and the candidate is allowed to con- 
centrate on what is presumably his greatest weakness. 

In commenting on the last eleven problems which 
have not been edited in any way, the author emphasizes 
the need for solving longer and more complex problems. 
In no way does he minimize the role played by the more 
traditional books. 

In his attempt to carry out the second part of his 
threefold purpose, Mr. Sax has probably made his great- 
est contribution, and the creative nature of his work is 
more in evidence. As an introduction to most of the 
problem categories there appears a reasonably complete 
discussion of the nature of the problems in that particu- 
lar area together with an itemized list of the major 
points involved in their solutions. Where time is of the 
essence, the candidate will undoubtedly save countless 
hours in the brushing-up process. Additional research 
into any standard text should be made considerably 
easier since the candidate will have a much better idea 
of what specific points require additional study. 


One of the difficulties facing the typical candidate in 
the solution of a problem is his inability to locate the 
proper place to start the problem and to follow through 
with the successive steps necessary for a proper solution, 
In recognition of this the author has prepared 
step solutions for the majority of the problems with the 
purpose of each step clearly identified. The importance 
of supplementary schedules and supporting computa- 
tions is emphasized. This step-by-step solution proce. 
dure is a very logical follow-up of the descriptive material 
that precedes most problem categories. As a result, the 
solutions to the problems become a much more integral 
part of the book than is typical of most problem books, 
The fact that the solution to each problem immediately 
follows the problem itself may tempt many to take a 
“quick’’ look at the solution before attempting one of 
their own. 

The array of shortened problems found in the book 
appear to cover all major areas that might be expected 
to appear on the C.P.A. examination. Although the use 
of the examination itself affords the book an air of au- 
thenticity which should certainly increase its sales ap- 
peal, the author no doubt found himself quite restricted 
in selecting the problems to be included. Some may 
question the fact that seven of the fifteen cost problems 
relate to process cost. Also eight governmental problems 
seems a trifle out of proportion when it is noted that 
only one consolidated statement problem has been in- 
cluded, that one relating only to the balance sheet. Sev- 
eral other categories could be strengthened with the 
addition of a few more problems. The reviewer, in 
general, however, finds very little with which to quarrel. 
Mr. Sax has prepared an excellent book for which there 
is a definite need. There are no doubt many thousands 
of aspiring candidates, not quite ready for one of the 
more standard problem books, that will be able to use 
this work to full advantage. In the reviewer’s opinion, 
the author can expect some measure of success in 
achieving the third part of his threefold purpose. 

Warren L. SLAGLE 
Associate Professor of Accounting 
The University of Tennessee 


Joun N. Myer, Accounting for Non-Accountants, (New 
York: New York University Press, 1957, pp. x, 227, 


The attractive features of this text are its title, cover 
and style of printing. The author’s intention was to deal 
more with uses and less with procedures. However, many 
chapters contain the ordinary array of procedural ma- 
terial slightly compressed. The usefulness of data is not 
effectively presented. For example, the book does not 
present the usefulness of the detailed customer data in 
credit extension, collection and follow-up, in facilitating 
statement preparation, in evaluation of collectibility, 
for various types of customer analyses, or for possible 
use in financing. 

Overall, the text organization is not well-adapted to 
its purpose and the treatment of most subjects is too 
thin and rather superficial. 

A, TERRILL 
Associate Professor of Accounting 
University of North Carolina 
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GotpBERG, An Outline of Accounting, Fourth 
Edition (Melbourne: Law Book Co. of Australasia, 
Ltd., 1957, pp. viii, 150, Price 22'S). 

The author, a professional accountant (FASA), 
senior lecturer and sub-dean at the University of Mel- 
bourne. has produced a book which appropriately and 
effectively succeeds in avoiding the over-emphasis on 
procedure that so often characterizes introductory ac- 
counting material. Sir Alexander Fitzgerald, the author’s 
dean, in his foreword speaks of the book as “...a 
unique landmark in the history of accounting thought 
in thiscountry. . . . ? A consensus as to the teachability 
of the text is indicated by the appearance of four edi- 
tions since its initial publication as a prize manuscript 
in 1939. 

In structure, the book falls into four parts, each in- 
cluding several compact, well-written chapters: The 
Concept of Accounting (18 pp.), The Basic Principles of 
Accounting (26 pp.), The Applied Technique of Ac- 
counting (71 pp.), Characteristics of an Accounting 
System (20 pp.). 

Approximately the first one-third of the material lays 
a foundation for understanding the basic thought proc- 
esses of accounting. The nature of accounting is effec- 
tively described as historical (written chronicles), 
linguistic (events translated into data), artistic (inter- 
pretative arrangement of data), logical (reason beneath 
all procedures). The discussion of reasoning processes is 
focused on the balance sheet equation: Equities = Assets; 
and includes an excellent explanation of enterprise 
entity, and of the nature of assets, and of liabilities and 
proprietorship as equitable claims by various parties 
against total assets. Income and expense are then ex- 
plained in their relationship to proprietorship. 

From such introductory material the beginning stu- 
dent can get a hill-top view of the essence of accounting 
before he is overwhelmed by a variety of, to him, strange 
and rather mechanical procedures. In many places 
throughout the earlier chapters, typical business actions 
are effectively analyzed as to their effects upon assets, 
liabilities, and proprietorship, thus giving the student 
an early understanding of transaction analysis without 
at the same time introducing him to debit and credit or 
to journal entry form. 

This approach deserves wider use. At the university 
level, elementary accounting is not offered in order to 
teach students “to keep books.” Rather the intention 
will be to help them to learn to think some of the 
thoughts accountants must think. Most business trans- 
actions are at best only vaguely familiar to beginners, 
and many transaction types are completely strange to 
them. The indicated approach is therefore particularly 
useful; for it shows the student early the logical relation 
of events to the major categories, and the reason these 
categories are of interest to business men. 

Techniques as such involve another kind of thought 
Process; for techniques are concerned with procedures 
—how to get from here to there in translating events 
into classified data. The antecedent thought processes 
deal with perception of event significance, hence, they 
are related to objectives rather than to procedures. And, 
i order understandingly to execute procedures, the 
objectives should first be understood. 

The traditional approach to elementary accounting 
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often leans too heavily on some kind of simplified, overly 
ji rule. “Every debit must have a credit”; 
“debit what comes in; credit what goes out.” Such rules 
completely fail to give any clue to the nature and pur- 
pese of accounting. They are seldom met in these days, 
yet a good deal of elementary instruction fails to rise 
very much above the application of memorized rules. 
This book is an excellent example of the exception. 

In one place (p. 17) the author writes: “For an ac- 
countant in the fulfillment of his complete function is 
something of an historian ... but chiefly a logician.” 
Later (p. 38) he refers to transaction analysis as“... a 
logical interpretation of the essence of financial trans- 
actions of which the technique of recording is but the 
practical manifestation.” 

It might well be that an elementary course, with 
benefit to the student, could postpone consideration of 
techniques until after a full term of transaction analysis 
of wide variety—transactions for different kinds of 
business enterprises, for beginning and for liquidating a 
business, as well as for borrowing and lending, buying 
and selling. It would even be logical, though something 
of a heresy, to include situations affecting perpetual 
inventories and cost-of-product calculations. 

Surely we can learn to think necessary thoughts 
without finger activity. 

A student who gets no more than such a first term of 
accounting study would not be prepared “to keep 
books.” But it is doubtful that a first term of practical 
exercises would prepare him any better for such employ- 
ment. From the other approach, however, he would 
have learned a good deal about business transactions 
and about the kind of information needed by enterprise 
management. This kind of understanding would be 
helpful whether the student presently entered employ- 
ment in an office or continued towards a major in ac- 
counting. 

Commendable progress has been made over the last 
two generations in accounting instruction. But further 
improvement could result if more teachers, text writers 
and publishers overcame their apparent belief that be- 
ginners in accounting can only progress toward under- 
standing by use of remembered rules and exercises in 
copying illustrations with new figures to be inserted. 

It is true that the proportion of student failures in 
elementary accounting is often as high as in college alge- 
bra. The probable reason is the same in both cases: 
failure of texts and teachers to proceed slowly from 
thought processes to technical procedures. Unless stu- 
dents are led to think accounting (and mathematics) 
thoughts, the way through technical manipulations in 
either subject is pure drudgery. 

This author is well aware that accounting techniques 
can be baffling, and that proficiency in their use, as in 
any technology, can be acquired only by persistent 
practice. But he makes it clear that applied accounting 
is a matter of applying to specific facts an understand- 
ing of accounting objectives. Even the form of a journal 
entry is dictated by an objective which is not visible in 
the illustration. So, too, with all technical procedures. 

While the first one-third of the book deals more 
directly with thought processes, the other two-thirds 
deals descriptively with techniques as such: the account, 
journalizing, year-end adjustments, trial balance con- 
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verted into financial statements. No exercises are in- 
cluded. The fact that the book is designed as an ideo- 
logical introduction rather than as an exercise manual 
is further indicated by the material included in the later 
sections. Here beginners are introduced to “‘Analysis and 
Interpretation of Accounting Reports,’’ and to two 
chapters on “Characteristics of an Accounting System.” 

Inclusion of chapters such as these is quite in keeping 
with the educational philosophy reflected throughout 
the book. Beginning students are considered already 
capable of learning to think logically in an area new to 
them, if they are but helped to do so. The material is 
not “written down’’ to beginners; they are drawn up 
little by little, into an understanding of what accounting 
means. The student is helped into realizing why trans- 
action data acquire significance to enterprise manage- 
ment, and is helped into perceiving the effect of business 
decisions on important phases of enterprise. He is thus 
well prepared for the next stage of his progress: thought 
process of accounting in connection with ultimate 
financial statements. When analytical thinking is per- 
sistently applied to transaction data, it presently pro- 
duces account-data summaries bulging with factual 
images waiting to be interpretatively translated into an 
understanding of the enterprise concerned. 

Nearly twenty years of use of this kind of introduc- 


long been convinced that most introductory texts plunge 
too soon into techniques, and, therefore, inadequately 
and too late introduce the novice to a wide variety of 
transactions and to their significance to management. 
After all, significance and not manipulation is the key 
to accounting. It is not necessary to be “theoretical” 
(philosophical?) in order to start beginners thinking as 
accountants must think. 

A book such as this may seem, if used alone, to lack 
the kind of concreteness usually offered to beginners, 
Yet this may be its virtue. An approach holding strictly 
to procedures tends to give the novice the lasting im- 
pression that methodical system operation is accounting, 
It may be a long time before such an impression is suf- 
ficiently dulled for the individual as to let accountancy 
become understandable. 

Even the accounting beginner needs to be brought to 
understand that objectives dictate operation procedures, 
and that intermediate objectives are dictated by end- 
objectives. If this is accomplished early, the student is 
already on his way toward perceiving the unity of 
idealogy and methodology which makes accountancy a 
technology that has become a tool for industrial growth 
and the concern of a profession. 

A. C. LitrLeron 
Professor Emeritus 


tory material by the author and others gives support for University of Illinois 
this kind of educational philosophy. The reviewer has 
Economics 


SHERMAN J. MAISEL, Fluctuations, Growth, and Fore- 
casting (New York: John Wiley & Sons, Inc., 1957, 
pp. xv, 552, $7.50). 

The announced purpose of this book is “‘to show how 
dynamic economic analysis can be applied in solving 
many of the pressing problems of our time.’ To accom- 
plish this rather formidable task Professor Maisel con- 
siders five major issues: first, the general description of 
the “dangers and opportunities” for profit making 
undertakings by the functioning of an economy like that 
of the United States; second, the methods of collecting 
and arranging data useful in arriving at policy decisions; 
third, an examination of the tools of analysis available 
to the decision maker; fourth, some of the problems 
peculiar to forecasting are given attention; and fifth, a 
section is devoted to an examination of some policy im- 
plications of the earlier analysis for government, for 
business, and for the individual. There are numerous 
“case studies’ designed to illustrate the use of the 
principles, and in general the author makes an effort to 
orient his analysis to immediate practical application. 

Professor Maisel is concerned chiefly with the insta- 
bility of demand. The first section of the book empha- 
sizes the fluctuations in GNP, prices, employment, pro- 
duction that have taken place over the past thirty or 
forty years in the United States. Given this instability, 
the following sections seek to explain it and to outline 


ways and means of controlling it and/or adapting to it. 
In such an economic setting, appropriate decision 
making by all economic agents requires the application 
of the principles of ‘dynamic economics.” The working 
out of these principles and how they may be applied then 
constitutes the chief purpose of the book. 

Section II presents a discussion of the sources and 
kinds of data most widely used in a dynamic analysis. 
The framework in which the author sets these data is 
the usual one of the national income accounts for the 
aggregates and a demand curve and Engle curve model 
for the individual sectors. 

The “tools of analysis’’ section presents a discussion 
of the determinants of business and household spending 
decisions in terms of a consumption function and an 
investment function. These functions are exceedingly 
inclusive. The consumption function includes not only 
income, but also population, tastes, “financial factors,” 
stocks, expectations, and prices. The investment func- 
tion includes income, technological change, capital 
stock, prices, expectations, finance, and taxes. Evidently 
for such functions one is limited to a general cliscussion 
of the impact of the explanatory variables on the ex- 
plained variables, and any sort of notion as to the form 
of these relationships does not emerge. The discussion 
of government spending and taxing policies follows, and 
the total flow of spending is discussed in terms of a con- 
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yentional multiplier analysis. There is a chapter on 
prices and the price level in this section as well. Here the 
discussion is in terms of a supply and demand analysis 
at both the single market and aggregate level. 

The section on forecasting has a hurried survey of 
some cycle theories followed by a condensed summary 
of some aspects of the economc history of the United 
States from 1913 to the present. These chapters contain 
essentially descriptive material as to consumption, in- 
vestment, prices, productivity, and “structural 
changes” that have taken place in the United States 
since 1913. An outline of a “dynamic spending model” 
isused to illustrate the general problems of forecasting. 
The author then presents a case projection of GNP as 
further illustration of methods and problems. 

The final section on policies is a review of the com- 
mon instruments of policy—tax, monetary, trade—and 
the agencies to carry out those policies at the govern- 
ment level. At the business and household level the dis- 
cussion is chiefly in terms of ways and means of riding 
the fluctuations in the system as a whole with as little 
negative impact as possible. 

Several comments may be of use to the prospective 
user of this textbook. The author states in the preface 
that he assumes “only a knowledge of elementary 
economic principles.”” The book, however, does not 
really build from a good solid principles course, and 
tends to treat a number of subjects in a very elementary 
fashion. For example, the student who has learned his 
income theory from Samuelson’s principles text will find 
nothing new in this volume. He will indeed find the cis- 
cussion of the multiplier and the national accounts 
somewhat superficial. So also will he find the discussion 
of the theories of the business cycles and the relation be- 
tween income and employment theory and the price 
level. The coverage of the book is so extensive that no 
aspect of the general problem is treated thoroughly and 
comprehensively. The student is more likely to come 
from studying the volume with a smattering of knowl- 
edge of economic life in general, rather than well trained 
in the use of a few tools and in the mechanics of some 
aspect of economic behavior. 

The book is aimed more directly at practical decision 
making than the development of a formal theory. 
Businessmen, government leaders, and heads of house- 
holds surely reach decisions by means of a loose exami- 
nation of a multitude of issues. In this sense the book’s 
approach is quite realistic. For some, however, the book 
may appear loose, with many strings of analysis left 
dangling, and heavy reliance is placed upon the busi- 
hessman or government leader to appraise situations 
in a manner that economists can hardly claim compe- 
tence in doing. 

The book is almost exclusively concerned with de- 
mand. On page 126 the author writes, “Analysis of de- 
mand solves most dynamic problems.’’ There is no 
formal definition of what the author means by “dynamic 
problems,” but unless he has a very narrow definition 
in mind the statement is surely misleading. Growth ap- 
parently has nothing to do with diminishing returns, 
supply of saving, of raw materials, of finance, and of the 
supply of entrepreneurship. Such aspects deserve atten- 


tion, and presumably are not part of an “analysis of 
demand.” 

The writing style is adequate and there is a useful 
bibliography at the end of each part. In general, the 
book should be examined by the instructor who seeks 
broad, general reading with the detail and rigor given in 
class. Instructors relying upon a text for the develop- 
ment of theory and a thoroughgoing elaboration of the 
implications of that theory will find the book less satis- 
factory. 

Henry J. BRuToN 
Assistant Professor 
Yale University 


Joun G. Turnsutt, C. ArTHUR WILLIAMs, JR., and 
Eart F. Cuert; Economic and Social Security: Public 
and Private Measures against Economic Insecurity, 
(New York: Ronald Press, 1957, pp. vii, 539. $6.00). 


There has long been a need for a textbook dealing 
with the entire problem of economic security and the 
public and private measures taken to implement it. 
Thus, the present textbook may be considered a pioneer 
in this field and has much to recommend it. In only 527 
pages it covers both public and private measures for 
meeting the problems of death, old-age, unemployment, 
occupational and nonoccupational disability caused by 
either accident or sickness, as well as “substandard con- 
ditions.”? The setting for these problems is laid in the 
first two chapters. Chapter 14 sets forth the more basic 
economic issues and analyzes them in some detail. 
Chapter 18, the final chapter, provides a somewhat 
philosophical summary. Each of the individual pro- 
grams discussed in the intervening chapters is preceded 
by a presentation of the particular security problem 
involved. These are very well done and should properly 
motivate the student for the more detailed and specific 
material which follows in each instance. 

It is obvious that in an introductory book of these 
dimensions one cannot expect encyclopedic detail on 
each of the numerous programs given consideration. 
However, there is a considerable amount of unevenness 
in the amount of detailed treatment of the various 
topics. Thus, in a 48-page chapter, the admittedly com- 
plicated provisions of the old-age and survivor provi- 
sions of the Social Security Act are set forth in very great 
detail, almost as if this book were to be used as a hand- 
book for the clerical workers in the field offices. One 
questions the wisdom of spending so many pages on the 
current provisions, a number of which may well be 
obsolete by the end of 1958, now that biennial revisions 
in the Social Security Act appear to be the prevailing 
practice. In direct contrast we have the very important 
and quite complicated subject of private pension plans 
covered in only six pages. Although the authors have 
done about as well as could be expected in this limited 
space, it obviously is much too thin. For example, the 
desirability of having a pension plan “qualified’”’ by the 
Internal Revenue Service and the tremendous effect 
that the Revenue Law and the IRS regulations have 
upon the entire structure and operations of pension 
plans are not even mentioned. It is quite likely that un- 
less the instructor is already well acquainted with pri- 
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vate pension plans and delivers supplementary lectures 
thereon, the extreme condensation is likely to leave the 
student with little understanding of this topic. 

Errors are almost certain to creep in when a book 
tries to provide extremely detailed information for as 
complicated a topic as the Old-Age and Survivors In- 
surance. Close study of Chapter 4 on the old-age pro- 
visions of social security, Chapter 11, a portion of which 
deals with the disability provisions, and Chapter 13, 
dealing with programs for special groups such as the 
railroad retirement system, turns up about 30 factual 
errors of various degrees of importance. Examples are: 
omission of the special provision permitting use of age 
62 for women in the determination of fully insured 
status (p. 83); an incomplete description of the method 
of calculating the primary insurance amount for incomes 
below $130 (p. 86); omission of the fact that income to 
a mother may be paid beyond the child’s 18th birthday 
if the child is totally and permanently disabled (p. 88); 
a misprint in the pre-1939 benefit formula (p. 96); a 
statement that the 1956 amendments provided an in- 
creased interest rate on the trust fund special bonds 
when actually the rate was decreased, and another 
statement that all of the trust fund is invested in special 
government bonds when nearly three billions are in 
regular issues (p. 98); a very questionable statement 
that “it soon became apparent” that the original tax 
schedule was not sufficiently high, (p. 99); an obviously 
incomplete and partially incorrect explanation of why 
the mother’s benefit and child’s benefit have become 
less important relatively in recent years (p. 104). 

In the opinion of this reviewer, the inclusion of “sub- 
standard conditions” as a part of the study on economic 


security is unwarranted. The authors go to considerable 
lengths to try to justify this treatment, but are not very 
convincing. These 85 pages could have been devoted 
much more usefully to a considerable expansion of the 
private approaches to the insecurities resulting from 
death, old-age, and accidental injury and sickness. The 
topics covered in the three chapters devoted to sub. 
standard conditions are normally amply treated in texts 
on labor problems and seem out of place here. Since the 
book covers more material than can probably be 
covered in the typical one-semester course on social 
security, it is very likely that these chapters will be 
omitted by many instructors. 

The authors are to be especially commended for the 
way in which they set forth the opposing views on both 
sides of the many social and economic issues, but they 
do not hesitate in numerous instances to state frankly 
their own opinions. Students often complain that their 
professors and the textbook writers seem afraid to take 
a stand and they should relish this aspect of the book. 
In particular, it is refreshing to find professors of eco- 
nomics who seem to prefer the philosophy of free- 
enterprise to that of state socialism. 

With the major exception of the inclusion of chapters 
on “substandard conditions,” this book is carefully 
planned and is very well written. If a text can encourage 
a student to think about the subject, this one should do 
so. The authors are to be congratulated in having 
broken fresh ground, and it is quite likely that this text- 
book will be a standard in the field for some time. 

H. Fiscuer 
Professor of Insurance 
University of Michigan 


General 


WiuuiaM O. REEDER, An Approach to Execulive Con- 
trols Through Programming and Budgeting (Syracuse 
10, New York: Business Research Center, College of 
Business Administration, Syracuse University, June 
1957, pp. 41, $1.00). 

The author of this excellent monograph, a retired 
Major General who is now a Professor of Business Ad- 
ministration, uses his practical experience to bring to- 
gether a concise statement on how the programming- 
budgeting process can contribute to managerial controls. 

The non-esoteric manner of presentation refreshingly 
discusses basic concepts and practices in a simple way 
that will appeal to those without extensive accounting 
backgrounds. The booklet should be particularly useful 
to orient non-accountants in executive training or ad- 
vanced management programs to the philosophy under- 
lying the effective use of budget procedures. 

The author first establishes the purpose of controls 
to be the prevention of the abuse of delegated authority, 
and equally to insure that such authority is exercised. 
He then distinguishes between accounting and controls, 
and describes in non-technical language the develop- 
ment of a budget. Budgeting begins with the organiza- 
tion and its purpose, proceeds with the evolvement of 


a plan or policy of general direction, which in turn is 
broken down into tasks for specific organizational seg- 
ments by programming. Programming is translated into 
the budget by income and expense projection for specific 
periods of time. The budget then serves to unify the 
action of all parts of the organization and to provide 
each echelon with a course of direction and a means of 
evaluating results. 

Each of these steps is described by the author with 
interesting illustrations and with real insight to limita- 
tions of the process caused by problems of estimating, 
communications, human relations, time pressures, and 
handling of mass data. The description that is presented 
of the Army struggle to develop an effective budget 
system offers ideas that will be useful in any large com- 
plex organization dealing with the same task. By frankly 
facing up to the problems and limitations of practical 
budgeting control as compared to the theoretical ideal, 
the monograph helps operating managers to empathize 
with the accountants and their problems, to accept as 
worthwhile the results that can be achieved and to recog- 
nize that a good budget system generally takes a long 
time and requires unique development for each organi- 
zation. 
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To the accountant the booklet illustrates the way 
technical concepts can be effectively presented to the 
ting personnel in terms that they can appreciate 
and understand, and that will elicit their cooperation. 
No attempt is made in the monograph to discuss 
specific techniques, forms or procedures. In this aspect 
it merely lays down a good philosophical foundation of 
whys and wherefores upon which managers can build 
the technical know-how required for their specific re- 
sponsibilities. 
ALBERT N. SCHRIEBER 
Professor of Business Administration 
College of Business Administration 
University of Washington 


AssoctaTION OF UNIVERSITY BUREAUS OF BUSINESS AND 
Economic Resrearcu, Index of Publications of 
Bureaus of Business and Economic Research, 1950- 
1956; (Eugene, Oregon: Association of University 


Bureaus of Business and Economic Research, 1957, 

$2.00). 

The bureaus of business and economic research asso- 
ciated with American universities and colleges are in- 
vestigating a wide variety of subjects. The results of 
these investigations are made available through reports, 
bulletins, monographs and other forms of publications. 

The Index of Publications of Business and Economic 
Research, 1950-1956 lists the reports of the various 
bureaus under the following classifications: 

1. Publications by Institutions of Origin. 

2. Publications by Subject. 

3. Index of Authors. 

The information in these studies is intended primarily 
for business and industry on a local, state, or national 
level, but many of these reports should be very interest- 
ing to practicing accountants, teachers and students as 
a source of information useful in both practical applica- 
tions and research studies. 

JSL 


Statistics 


Philip J. McCarthy, Introduction to Statistical Reasoning, 
(New York: McGraw-Hill Book Company, Inc., 
1957, pp. ix, 402, $5.75). 


This textbook provides an introduction to inferential 
statistics. It is designed, according to the author, 
..for use in a one-semester, non-mathematical 
course.” As such it follows the customary pattern of 
many recent texts. 

The first several chapters deal with the nature of sta- 
tistical investigations, the single variable distribution, 
and the descriptive analysis of these distributions by 
measures of “‘location’”’ and “‘spread.”” These are followed 
by chapters concerned with simple random sampling, 
probability, and the binomial probability model for 
statistical inference. After this foundation, there is a 
lengthy chapter that treats the reliability of means of 
large samples, a chapter on sampie design, a chapter on 
the use of chi-square procedures for the qualitative data, 
and a final chapter that develops the relationships be- 
tween two variables by the statistical techniques of 
linear regression and correlation. The emphasis through- 
out is on the problem of inference, and this is furthered 
by the selection of illustrative material from a wide 
variety of “monographic” studies in many fields of the 
social sciences. 

The presentation is clear but rigorous, with the 
language of mathematics playing an important part. 
Although the mathematica] background is suppressed, 
it will be necessary on many occasions for the instructor 
using this text to supply this information, particularly 
when developing the chapters on probability and the 
binomial distribution. Unless this is done, the text can- 
not be recommended except for students with a year of 
college-level mathematics. 

Adjunctive to the text are many excellent problems 
at the end of each chapter, as well as references for fur- 
ther reading. More than most texts, the author fre- 
quently advises the student to turn to these references 


for more details of examples presented. Extracts from 
the necessary statistical tables, such as the table of areas 
under the normal curve, are made a part of the text. 
There is no appendix containing the usual mathematical 
tables of use to the statistician. 

There are many books that cover the same ground 
as this text. Each has its own personality, and as a 
result the specific needs of a large variety of audiences 
can be satisfied. Professor McCarthy’s book is not easy, 
but neither is the subject matter, statistical inference, 
when carefully presented. However, a student who mas- 
ters these chapters will be well rewarded for his pains, 
and well prepared for further advances in the field of 
statistics. 

L. JACKSON 
Professor of Economics 
University of Florida 


Ropert M. TRUEBLOOD AND RicHarp M. CyeErt, 
Sampling Techniques im Accounting, (Englewood 
Cliffs, New Jersey: Prentice-Hall, Inc., 1957, pp. xii, 
211, $7.50). 


Current developments strongly suggest that statisti- 
cal sampling techniques will come to have a definite 
place in the closely related areas of accounting, auditing, 
and management controls. For the person who wishes 
to learn more about these developments, Sampling 
Techniques in Accounting is an excellent starting point. 
The approach of the book is such that the reader with 
little or no training in statistics can readily undertake 
it and gain a sound understanding of the basic principles 
underlying statistical sampling. Statistical concepts and 
terms are carefully set forth in the layman’s language, 
and bothersome formulas are relegated to the position 
of supplementary material, where they are nevertheless 
readily available for the avid reader or the statistician 
to study and analyze. 

Although the book should also have value to the per- 
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son who has already made considerable investigation 
and study of the field, Vance and Neter’s Statistical 
Sampling for Auditors and Accountants (reviewed in the 
January, 1957, AccounTING REviEw will probably be 
more satisfying to the advanced reader. The latter book 
deals more extensively with the many abstruse prob- 
lems associated with the design and application of 
sampling plans in the accounting and auditing fields. 
Both books represent the result of the cooperative effort 
of an accountant and a statistician, thus assuring that 
both the accounting and the statistical viewpoints have 
been given critical attention and are carefully blended 
together. The Trueblood and Cyert book, however, 
strongly reflects Trueblood’s interest in the subject as 
a practicing accountant, for 110 of the 211 pages are 
devoted to a thoroughgoing discussion of nine case 
studies involving the application of statistical sampling 
to a broad variety of situations. These cases are part 
three of the book, with part one devoted to a general 
discussion of statistical concepts and statistical sam- 
pling, and part two to a summary of the authors’ evalu- 
ation and conclusions about statistical sampling meth- 
ods in auditing, accounting, and management control. 
An extensive bibliography is also included in the book. 

The overall purpose of the book is to explore the 
usefulness of statistical techniques as a means of im- 
proving the information available for the decision- 
making process in the particular areas considered. The 
authors recognize, however, that a sound statistical 
approach may sometimes require the use of more ex- 
pensive methods of gathering data or the gathering of 
more data than may have been used in making strictly 
judgmental decisions. On the other hand, a statistically 
sound basis for decisions can often be reached using 
substantially less data than had been used under exist- 
ing judgmental approaches. Such were the possibilities 
that were in mind when the “Pittsburgh group” of 
accountants and statisticians began its investigations 
and deliberations in 1954, and it is from the activities 
of this group that various papers and articles, as well as 
this book, have arisen. 

One of the conclusions reached by the group, as pre- 
sented in the book, is that early efforts to apply statisti- 
cal quality control techniques directly to accounting and 
auditing problems were of limited value, and that the 
entire problem needed a fresh and open-minded ap- 
proach. One of the results of this method of attack was 
the development of a strong feeling that acceptance 
sampling, an SQC mainstay, was not applicable to most 
independent auditing problems. Survey sampling; it was 
concluded, had much greater possibilities, particularly 
in the auditing area, and in some of the accounting and 
management control areas as well. 

Other conclusions presented are that statistical 
methods are of little help in seeking to disclose the 
existence of the “rare item’’; that the audit process is 
not entirely comparable to quality control over produc- 
tion; and that more thinking and analysis is needed on 
the question of whether the auditor, in a given situation, 


is primarily attempting to learn something about jp. 
ternal control or the bona fides of an account balance, 
In addition, it was concluded that one of the first steps 
that should be taken by auditors is to evaluate samples 
they are taking under present methods from the stand- 
point of “representativeness,” inasmuch as “representa- 
tive’ samples have been called for in the literature of 
the profession, even before the appearance of the cur. 
rent interest in statistical considerations. 

The case studies on applications of statistical sam- 
pling have been prepared by various other individuals, 
but Trueblood and Cyert take full responsibility for the 
technical propriety of the studies, and actual partici- 
pated in most of them as the studies were conducted, 
Each case contains the following sections: explanation 
of the problem, procedures and results, accounting con- 
siderations, and statistical considerations. The latter 
section of each case is typically complete with the 
formulas used and the various statistical problems 
encountered. 

The cases carry the following titles: ‘“Substantiation 
of Inventory Amounts by Sampling of Perpetual 
Records,” “Confirmation of Accounts Receivable in a 
Department Store,” “Aging of Accounts Receivable in 
a Department Store,’’ “Reduction of Clerical Costs in 
the Processing of Vendors’ Invoices,” “Statistical Tech- 
niques in the Control of Labor Performance,” “Test of 
Physical Inventory Quantities of Bulk Materials,” 
“Sampling for Lifo Inventory Valuation Purposes,” 
“Acceptance Sampling in the Inspection of Department 
Store Billings,” and “Survey of Air Force Internal 
Audit Procedures for Inventory.” Some of these titles 
will have a familiar ring, and in fact two of the cases 
have been published earlier in accounting journals. 

One of the more interesting cases relates savings of 
$25,000 annually accomplished through limiting the 
complete verification of vendors’ invoices to those of 
$1,000 or more, and verifying invoices of less than that 
amount on a sampling basis. On the other hand, the 
case on acceptance sampling of department store billings 
discusses a situation in which sampling proved not to 
be feasible. Charge account billers had achieved per- 
formances that ranged from .4% of 1% errors to 3.8% 
errors, and after 100% inspection the outgoing quality 
of the work of the billing department was raised to 
99.98% accuracy! The management wanted a sampling 
scheme that would assure an average outgoing quality 
close to the .02 of 1% that was currently being achieved. 
The investigators concluded that even to assure only .4 
of 1% rate of error in the outgoing work would have 
required inspection of up to 97% of the work of the 
least accurate billers, and that no appreciable savings 
could be achieved by a sampling plan. 

The other cases in the book discuss equally interest- 
ing situations, and along with the introductory discus- 
sion, make for stimulating and informative reading. 

Howarp F. STETTLER 
Professor of Business Administration 
University of Kansas 
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Taxes 


BerTRAM HARNETT, Taxation of Life Insurance (Engle- 
wood Cliffs: Prentice-Hall, Inc., 1957, pp. viii, 296, 
$6.50). 


Harnett offers the readers of Taxation of Life In- 
surance a detailed examination of the effects of Federal 
estate, gift and income taxation upon personal and cor- 
porate life insurance programs. His book is not the first 
in which the scattered references to life insurance in the 
1954 code and court decisions pertinent thereto have 
been assembled. Among such assemblages, however, it 
js outstanding on two counts: it presents considerable 
philosophical and legislative background to the 1954 
treatment of life insurance in the code, and unlike the 
manuals dealing with the subject, which frequently 
achieve terseness at the expense of readers’ understand- 
ing, it does not lack for interpretation by the author. 

With respect to the latter feature, however, Attorney 
Harnett is careful to avoid indicating conclusiveness in 
situations in which it is lacking. Thus, he warns his 
readers in such phrasings as those below. “The . . . case 
then suggests an area of deductibility.” “Jt is not clear, 
however, just what percentage... constitutes ‘sub- 
stantia!!y all’.” “If, on the other hand, the original 
policy transfer would have been includible as, being in 
contemplation of death, except that it was made beyond 
the three year period, the presumption as to the pay- 
ment of the last three years’ premiums remains un- 
rebutted.” 

Faults in composition detract slightly from the worth 
of the book. For example, the isolating of the chapters 
on valuation of policies for gift, estate and income tax 
purposes from the other chapters describing those taxes 
is somewhat inconvenient for the reader. Lack of pre- 
ciseness in a few instances may be disturbing to some. 
Chapter 21 concerns two of the three uses of life insur- 
ance in business, i.e., the carrying of coverage on em- 
ployees’ lives by employers for their own benefit in the 
case of key man policies and for the benefit of the em- 
ployees’ dependents in the case of group insurance. No 
hint as to the nature of the contents is provided by the 
title of the chapter: ‘Income and Deduction Aspects of 
Business Life Insurance.” Similarly, the information in 
Chapter 2, “Certain Principles of Insurance Under- 
writing,” has little to do with underwriting. In the life 
insurance business “underwriting” is used either in 
reference to the selling of policies or to the determining 
of acceptability of applicants. Chapter 2 covers. such 
subjects as the elements of the basic policies, settlement 
options, policy reserves and surrender values. The one 
topic discussed which does belong in a chapter on under- 
writing—insurable interest—is treated in a separate 
chapter. 

Presumably, Harnett intended that his book serve 
those working in the area of estate planning. Account- 
ants, life underwriters and lawyers have need, of course, 
of materials covering the effects of taxation upon forms 
of property and income not related to life insurance. 
Without question, however, they will find Taxation of 
Life Insurance a valuable supplemental tool. The princi- 
pal beneficiaries, though, probably will be students of 


accounting and of life insurance. The detailed analyses 
and the background data are peculiarly suited to the 
needs of students. 
Donap L. MacDonaLp 
Associate Professor of Insurance 
University of Michigan 


James J. Manon, Jr., Eprror, Working with The 
Revenue Code—1957 (New York: American Institute 
of Certified Public Accountants, 1957, pp. 192, 
$3.00). 


Suppose that your client has a daughter who was 
married in December and filed a joint return with her 
new husband. In addition to supporting her for eleven 
months, your client has had sizable medical bills for 
his daughter. Can he claim an exemption for her on his 
return and can he include her medical bills as a deducti- 
ble expense? Since she filed a joint return with her 
husband, she is ineligible as an exemption on her 
father’s return, but since the facts satisfy the conditions 
of support and relationship, she is a dependent and the 
medical expenses are deductible. 

There are 167 such tax tid-bits in Jim Mahon’s excel- 
lent collection of commentaries selected from several 
years’ contributions to the Journal of Accountancy’s 
“Tax Clinic.’’ The subject matter presented varies from 
items of general tax interest to matters of a highly 
specialized nature such as ‘““Kimbell—Diamond”’ liqui- 
dations. An item of interest to all practising accountants 
for instance, is the fact that the premium on a rather 
new type of insurance policy is a deductible business 
expense. The policy reimburses accountants for business 
overhead expenses incurred during prolonged periods 
of disability due to injury or sickness. 

The articles presented vary considerably in length. 
One little gem contains only 4 lines which raises the 
question of whether or not the income from tax exempt 
investments of a pension fund carries its tax exempt 
status when distributed to employees. The answer is 
even briefer—‘no.”” The longest article is a capsule re- 
view of the status of profit-sharing plans under section 
401 of the code. Its 5 pages are packed with useful infor- 
mation. The articles average about one page and are 
arranged so that each item appears under the 1954 Code 
section number to which it principally relates. A topical 
index at the beginning provides a useful means of finding 
particular cases. 

These articles give the reader a chance to pick the 
brains of many of the leading tax practitioners. Each 
covers a difficult or controversial point and tells how a 
seasoned accountant has handled a specific tax question. 
Many cast a new light upon provisions of the 1954 Code 
that will result in tax savings for clients. One astounding 
case demonstrates how a quirk in the Code’s provision 
covering the dividend deduction can result in a fantastic 
situation. Because of the limitation set up in the Code, 
a difference of only two dollars in net income can bring 
about an increase of $12,752 in taxable net income and 
result in $3,825 higher corporate net income tax. 

Another unusual case deals with the question of a 
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tax deduction for the contribution of “‘air-space.’”’ The 
taxpayer owned a two-story building constructed so as 
to provide for additional stories should the need arise. 
Rights to the space above the original two stories were 
donated to a charitable organization. The Tax Court 
held that the taxpayer was entitled to a deduction based 
upon an independent appraisal of the value of the “air- 
space.” 

Not all the cases and points covered are as spectacu- 
lar as those mentioned above but it is the kind of book 
that accountants will read with enjoyment and at the 
same time gather little nuggets of tax wisdom that will 
be remembered when the need arises. This book will be 
a valuable and inexpensive addition to the accountant’s 
library where it will be useful as a continuing source of 
reference. 

E. STONE 

Associate Professor 
Wharton School of Finance and Commerce 
University of Pennsylvania 


JosernH TauBMAN, The Joint Venture and Tax Classi- 
fication (New York: Federal Legal Publications, 
Inc., 1957, pp. xvii, 493, $15.00). 


When your reviewer’s attention was first attracted to 
this work his immediate reaction was: “What? A book 
of almost five hundred pages just on the subject of 
‘joint ventures’! Why should this form of business 
organization require a treatise of such length? Since it is 
so closely allied to the limited partnership why confine 
a title only to that of ‘Joint Venture’?” Your reviewer 
would hope that these queries might arise in the minds 
of others—else he reveals considerable ignorance in the 
area of partnerships and joint ventures! . 

Apparently, the author foresaw the possibility of 
such reader reaction. In the very preface he states: “We 
see it (the business world) all around us, but we do not 
stop to consider. Perhaps that is why the most common- 
place form of joint commercial activity, the joint ven- 
ture, has been relatively neglected for so long. Because 
I asked why, this work was written.” 

The distinguished Judge Learned Hand (described 
by the author in the very first chapter of his work as 
“one of the most astute and brilliant students of busi- 
ness organization”) considered the joint venture “an 
obscure and unsatisfactory legal concept.’’ As pointed 
out in one of the later chapters (page 136), the author 
presents strong argument for further consideration and 
study of the joint venture: “The conception of joint 
venture is most useful in dealing with the phenomena 
of twentieth century America. It is a valuable tool in 
the exploration and analysis of legal personality and 
legal entity. Its significance should no longer be under- 
estimated.”” 

Thus, among the pages of fifteen well-integrated 
chapters, Mr. Taubman has developed—in a most ro- 
mantic fashion—the joint venture business organization 
from its most interesting historical beginning to its 
numerous tax implications. The book reads almost like 
a novel. Chapter II—‘The Adventure In History”— 
traces the origin of the joint venture from the Babylo- 
nian partnership, through the middle ages, to the six- 


The Accounting Review 


teenth century when the trading companies in England 
formed their membership associations. Chapter III con. 
tinues to follow the expansion of this type of busines 
organization in England, France and Scotland from 
whence America adopted the name “joint venture,” 

After developing some of the legal aspects and con- 
cepts of the subject in the next two chapters (“Our 
study shows that the joint venture is the offspring of 
proud progenitors and need no longer be shrouded in 
obscurity”—page 135), the author then undertakes a 
review of the joint venture in the tax classification area, 
This review includes a study of the tax laws from their 
inception to the present day as they apply to the joint 
venture and its related areas. The affinity to the cor. 
porate and partnership tax classifications is construc. 
tively developed by numerous references to the Internal 
Revenue Code and interpretations by the courts. In the 
author’s words: “Taxonomically . . . joint venture is to 
partnership what association is to corporation” (page 
202 


). 

The third and final major division of the book ex- 
pands the tax classification treatment to specific busi- 
nesses, such as oil and gas partnerships, motion picture 
and theatrical ventures, and real estate operations. A 
complete chapter has been devoted to the development 
of tax considerations applicable to each of these special 
enterprises. To one interested in the legal and tax prob- 
lems in these particular areas considerable information 
will be gained in the many references to the court in- 
terpretations and rulings. 

Any tax practitioner will derive valuable reference 
sources in the field of joint ventures. The author refers 
to some 345 cases and 46 tax rulings (covering the years 
1920 through 1956). His bibliography includes nearly 27 
pages of selected readings—ranging from “Code Na- 
poleon; Being The French Civil Code” (1804) to an 
article published in the November 21, 1956, issue of 
“Variety,” “Metro’s $7,000,000 Stake In Outsider 
Products; Silverstein Details Studio’s Viewpoint.” What 
a diverse and varied source of reference material! 

And what of the author’s conclusions? “ .. . it can 
be seen that the joint venture is an important form of 
business organization with growing use, often, to the 
extent of becoming the predominant form in certain 
industries. Its impact upon tax classification is tremen- 
dous. It is much more than an incidental by-product of 
partnership. Practically and historically, it occupies a 
most important position in business organization and 
tax classification” (page 398). Perhaps he is quite cor- 
rect; however, one fair conclusion can always be drawn: 
the tax cost of doing business will govern the form of 
organization selected in nearly every instance. Our tar 
laws still dictate most decisions in selecting the type of 
business entity to be established. In one conclusion we 
are heartily in agreement, namely, ‘What is required is 
standardization. Some central agency ought to be desig- 
nated as legal taxonomists.”’ Yet, until the day comes 
when our tax laws de-emphasize revenue rather than 
concept, we are far from the “joint venturers” that the 
author proposes! 

Again, your reviewer commends the author for # 
substantial contribution in the area and is convinced 
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that he has accomplished his purpose to “help shed 
some light for the many who are utilizing the joint 
t 
Horace J. Lanpry 
Associate Professor of Accounting 
Syracuse University 


Agraur B. Wiis, Handbook of Partnership Taxation, 
(Englewood Cliffs, N. J.: Prentice-Hall, Inc., 1957, 
pp. xviii, 585, $15.00). 

This book, written by an attorney, is designed pri- 
marily as a handbook for the use of the practicing 
attorney or accountant. To these persons it should prove 
aninvaluable reference book on Federal income tax rela- 
tive to partners and partnerships. The title is somewhat 
misleading since the book deals almost exclusively with 
Federal income tax problems of the partnership. 

The first attempt at comprehensive treatment of 
partners and partnerships in Sub-chapter K of the In- 
ternal Revenue Code of 1954 resulted in statutory pro- 
visions which are most complex. The theories involved 
therein are difficult to grasp and, as the author says, “It 
is invitingly easy to draw back in dismay upon being 
confronted with so many new terms and concepts.’’ For 
those interested in this field Mr. Willis has developed an 
orderly and logical presentation from which the reader 
can obtain a working understanding of the various in- 
come tax problems of partnerships. 

The body of the book is divided into seven parts. In 
Part I general tax concepts of the partnership are pre- 
sented, including the tax definition of a partnership, the 
importance and tax significance of the partnership 
agreement, and the tax treatment of the partnership as 
aconduit for determining taxable income or loss of the 
partners. Thus the author presents the fundamentals 
that must be understood in the reading of the balance of 
the book. 

Part II deals with the formation of the partnership 
and the contribution of capital. Here one finds an analy- 
sis of the taxation problems arising in connection with 
contributions of property other than money, and the 
acquisition of a capital interest for services. The basis 
and holding period problems in connection with con- 
tributed property, as well as the allocation among the 
partners of depreciation, depletion, or gain or loss with 
respect to contributed property under the general rule 
and under Section 704(c) (2) are fully discussed. 

In Part III the author considers the income tax 
problems involved in the operation of partnerships, in- 
cluding separate chapters on (1) elections affecting com- 
putation of partnership income, (2) adoption or change 
of taxable year of partnership and partners, (3) trans- 
actions between a partner and a partnership, (4) special 
allocations of specific partnership items under Section 
704{b), and (5) limitations on deduction by a partner of 
his share of partnership losses. 

_ Sale or exchange of a partnership interest is the sub- 

ject matter of Part IV. The first chapter here deals with 
the amount and character of gain or loss realized on the 
sale of a partnership interest. This chapter includes an 
excellent discussion of the “collapsible partnership.’ 
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Other chapters of Part IV deal with determination of a 
partner’s basis of his partnership interest, optional ad- 
justment to basis of partnership property under Sec- 
tion 743(b), closing of the partnership taxable year with 
respect to a partner who sells his interest, and termina- 
tion of the partnership by sale or exchange of a partner- 
ship interest. 

Part V is a masterful presentation of the tax prob- 
lems relative to distributions of partnership property. 
Mr. Willis first gives the background of the problem 
through a presentation of the status of the law prior to 
the 1954 Code, and a statement of the problems in- 
volved in distributions. He then proceeds with a chapter 
on distributions other than a Section 751(b) distribution. 
Both current distributions and distributions in com- 
plete liquidation of a partner’s interest are discussed 
with regard to gain or loss recognition to the distributee, 
character of the distributee’s gain or loss, and gain or 
loss to the partnership. A second chapter takes up non- 
pro rata distributions involving unrealized receivables 
and substantially iated inventory. The third 
chapter of Part IV deals with basis of distributed prop- 
erty in the hands of the distributee, and adjustment 
thereof under Section 732(d). Other chapters consider 
the subsequent sale by distributee partner of property 
distributed by the partnership, and the optional adjust- 
ment to basis of undistributed partnership property 
under Section 734(b). 

Part VI of the book is devoted to tax problems in- 
volved in the death or retirement of a partner. The first 
chapter of this Part discusses the prior and present law 
on closing of the partnership taxable year upon death 
or retirement of a partner, shows how wise tax planning 
may be made to affect the closing on death of a partner 
and thus advantageously place taxable income in either 
the decedent’s final return or in the fiduciary’s return 
for the estate as desired. The remaining three chapters 
of Part VI deal with payments by the partnership to a 
retiring or deceased partner’s successor in interest, 
valuations of partnership interests for purposes of buy 
and sell agreements, and the use of life insurance in 
buy and sell agreements. 

The final Part of the book is entitled “Miscellany” 
and takes up the family partnership, tax problems of the 
professional partnership, tax considerations in determin- 
ing whether to incorporate, and ways to incorporate to 
secure the best tax results. 

The author’s lucid and discerning discussion is 
generously interspersed with examples illustrating the 
application of the provisions of the Code and regula- 
tions. These features, combined with the organization 
of subject matter adopted, enable the reader to weave 
his way through the intricacies of partnership taxation 
to a working knowledge of the application of the present 
law. Criticisms and suggestions for improvement of the 
law are included at many points. 

A feature of the book is the excellent indexing and 
cross referencing which the author has provided. 

Rosert D. Haun 
Professor of Accounting 
University of Kentucky 
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from the McGraw-Hill Accounting. Sorucsa 


ACCOUNTING AND THE ANALYSIS OF FINANCIAL DATA 


By Eptson E. Easton and Byron L. Newron, both of Oregon State College. 449 pages, 
$7.00 


A nontechnical introductory accounting text to help nonmajors understand the principles 
and conventions behind the financial statement, and to make intelligent use of the financial 
report in business decisions. Included are principles essential for the study of general financial 
accounting, and discussions of income taxes, cost accounting, and budgetary planning. 


PRACTICAL FINANCIAL STATEMENT ANALYSIS 


By Roy A. Fou.ke, Dun & Bradstreet Inc. New Fourth Edition. 712 pages, $10.00 (text 
edition available) 


A text and reference book describing all the items of financial statements. Fully up to date, 
this new edition includes the background of analysis, analysis of small businesses, internal 
analysis of balance sheets, comparative balance sheet analysis, income statements and surplus 
accounts. It is written in a practical, everyday business language, with illustrations taken from 
actual businesses. Standards of eleven balance sheet and income statement ratios as well as 
all tables have been brought up to date. 


MANAGEMENT ACCOUNTING FOR PROFIT CONTROL 


By I. Wayne Ketter, Armstrong Cork Company. 448 pages, $7.00 


Using a management, rather than a bookkeeping approach, this new and useful book de- 


scribes the ways that cost accounting can best be used to maximize profits within a company: a 


It emphasizes the relationship of the effects of income, cost, and capital on the profit of an 
enterprise. A hypothetical company is used as background for the entire presentation. 


FINANCIAL AND ADMINISTRATIVE ACCOUNTING 


By C. Ausrey Smita and Jim G. Asusurne, both of the University of Texas. 496 pages, 
$7.00 


Provides the future businessman with a general background in the whole field of accounting” 
pertinent to his interest and requirements. Without becoming encyclopedic, it presents a” 
panoramic picture of accounting service. Section I covers financial accounting; Section Il’ ™ 
deals with organization for accomplishing the accounting mission in a business enterprise. | 
A section on Federal income tax is included, along with many case problems designed to 
develop managerial thinking. 


McGraw-Hill Book Company, Inc. 
330 West 42nd Street ° New York 36, N.Y. 
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